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'Ibe Emergency Loan Gxarantee Act of 1971 provided up to $250 million/

in guaranteed loans to Lockheed Aircraft Corporation. As of December

1976, $100 million of these loasm wre still outstanding.

This thesis is an investigation of the Emergency Loan Guarantee Act,

the Em ergency IDan Guarantee Board, and Lockheed Aircraft Corporation

during the 1971-1976 time frame. Both the legislation and Zockheed's

subsequent perfonmance under the 1971 Act are evaluated.
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I. INTRictu

Inche Aircraft Moporation and the term "govenment bailout"

haVe b s ynonmus to many individuals due to the operation of the

Eegency Loan Oarantee Board in quaranteeing loans to a maxzmun of

$250 million, made possible by the Emergency Loan Guarantee Act of 1971.

The debates and hearings which led to the passage of the Emergency

Loan Guarantee Act were bo•h complex andr imortant in the issues raised.

An enonwrus aAMont of material %s presented by witnesses for and

aginst the guarantees. Cong;essiokn1 approval came only after cn-

siderbhlc controversy and very close votes in both the House and the

Senate.

Five years later there is still considerable debate over the "Lock-

heed loan." Many of the same issues are raised over and over again.

Cczfusiam still exist over the "terms" of the loan guarantee. This

"was especially true during discussions on possible aid to New York City

during its fiscal crisis in late 1975.

ibis thesis is divided into three main parts: (1) A brief descrip-

ticm of the hearings and & ates leading up to the passage of the

anwgerxy Loan Guarantee Act. 7we Emrgency xcan Guarantee Board is

described and sm of its actiz, over the years, hted;

(1) Lxxdkheed Aircraft orporation op-raticns are looked at fran the

i, of the loan guarantee. through 1976; and (3) onclusims are

drawn based = the author's asses~sit of the events discussed in parts

(1) and (2). Sam of the Mare critical predictimns, made by "expert
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witnesses conceniing what would happen if the government did guarantee

loans to Lockheed are examined.

Originally conceived as a continuation of lockheed case studies

writtx-m by management students at the Naval Postgraduate School in 1974,

this project grew to its present fonn as research material was gathered

fron the many public sources available. Every attempt has been made to

verify important items fran more than ane source and to look behind the

headlines whenever possible. Cariplete source information is provided

to aid other students in any subsequent efforts to investigate Lockheed.
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II. T.-.F* LCKHEMD IOLN

The Emergency Loan Guarantee Act of 1971 was signed into law on

August 9, 1971 following a period of considerable debate and controversy.

Many of the issues reflected the philosophical, political and economic

concerns of the Congress. All of them are of interest to those wrking

in the defense area.

A. A BRIEF HISTORY OF THE EMERGEY LOAN, GUAANTME ACT

The time table for rajor events leading to the loan guarantee in

1971 is as follows

May 13 The Administration presented the bill to Congress
asking for $250 million in government guaranteed
loans for Lockheed Corporation.

House of Representatives Timetable

may 13 - July 7
House Banking and Currency Committee Staff studies
the Administration' s bill.

July 8 Staff report presented to cmirdttee members recom-
nvnding rejection of proposed guarantee.

July 13-21 House Banking and Qirrency Ccrwmittee hearings.
July 26 Camittee reports the bill (HR8432) by a vote of

23 to 11.
July 30 licuse roll call vote passes HR8432 (192-189).

Senate Timetable

June 7 - July 9
Senate Banking, Housing and Urban Affairs Ccmnittee
holds hearings.

July 19 Carmiittee reports the bill (S2308) by a vote of
10 to 5.

July 21-31 Senate floor debate of S2308.
Auguist 2 Senate roll call vote passes S2308 (49-48).

President Nim~n signs the bill into law.

The debate was sharp, the questioning tough, and emotions ran high

throughout the hearings. This was not a typical Republican vs.
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Deocrat, liberal vs.conservative or North-South battle. To many the

Senate appeared in a state of confusion, with Republicans expressing

solicitude for the little men threatened with unemployment and Democrats

preaching about discipline in the market place. The battle lines were

drawn but they were not pure and simple. Various interest groups

exrted ermnous pressure (Ref. 1].

In the Congress activities were highlighted by:

- Active campaigning by Californda Senators Alan Cranston and John
Tunney, botl liberal Democrats, for the Republican Nixon Adminis-
tration bill.

- Senator Hubert Humphrey (D-Minnesota) voted for the loan guaran-
tee. He had been subject to severe criticism from organized
labor after his earlier vote against the SST.

- 1971 Presidential hopefuls Senators Birch Bayh (D-Ind), Fred
Harris (D-Okla), George McGovern (D-SD) and Edmnzd Muskie (D-Ne)
all voted against the loan guarantee.

- Senators Stuart Symington (D-A)) and Thomas Eagleton (D-M+) in
whose state MnDonnell-Douglas is headquartered, voted against the
bill.

- Both Senators Edward Keauiedy (D-Mass) and Edward Diu'ok (R-Mass)
voted against the measure. General Electrics aircraft engine
group is located in West Lynn, Massachusetts.

- Both Connecticut Senators Ribicoff (D) and Weicker (R) voted
against the bill. Pratt and Whitney Airuraft is located there.

- Only six of 38 California congressmen voted against the Iockheed

guarantee.

Many Congresamen admitted voting against their true convections.

This was especially true toward the end of the roll when it was apparent

the vote would be close. The final tally even split one family. Senator

Barry Goldwater (R-Ariz) voted against the bill while his son,

Representative Barry Goldwater, Jr., voted for it. The younger Goldwater

represents the Burbax&, California district where a major portion of

Lockheed is located [Ref. 2].
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Well-known witnesses at the hearings included [Ref. 3]:

Those suE2rtiMz:

Daniel Haughton, Chairman of the Board, Lockheed Corporation.
Cha, mcey Mdberry III, Chairman of the Board, Bank of America
(as well as representatives frao other Lockheed banks).
John Connally, Secretary of the Treasury.
Arthur Burns, Chairman, Federal Reserve Board.
Fred Hall, Chairman, Eastern Airlines.
Ed Vhite, President, Bowman Instrmets(L--1011 subcontractor).
Th¶mas Kleppe, Adin stratorr Small Business Association (SBA).
Gearge Meany, President, AFL-CIO.

Those against:

Senator William Proivre (D-Wis).
Fred Borch, Mairman of the Board, General Electric.
Leonard bodcký, President, Aerospace mion (UAW).
Ralph Nader, Center for the Study of Responsive Law.
John Galbraith, Professor of Ecocrmiics, Harvard tUiversity.
Vern Countzyman, Professor of Law, Harvard Law School.

Major splits occurred in both labor and industry, arimng congressmen

and academicians. During the hearings, it became apparent that major

differences within the AdMinistration itself ccould be found ancng Defense,

the Treasury and the President's own staff. Filibusters, cloture votes,

naze calling and threats of physical violence beca . --mr place on the

Senate floor [Ref. 4]. (See Appendix A for vote list, House and Senate.)

B. ISSUES RELVANT TO DOD POLICI

1. Role of Defense Contractors and the Government

The role of the Federal Goverrment, as it interacts with private

enterprise, was a topic of ruah discussion. Tb soze the loan guarantee

could spell the beginning of the socializaticn of the American aircraft

and aerospace industry. rib others this socializing process had taken

place many years before. Indeed the very notion of "free enterprise"

was discounted by many witnesses. As Treasury Secretary Jokm Cmnally

said, "the time has caoe within the United States ,tten we have to look
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at things differently. Free enterprise is just not all that free"

[Ref. 5]. He and others expressed more coern with the national

economy and unemployment. Times ware rough, especially in aerospace

during 1971.

A parallel bill would provide up to $500 millicn in loans to

corporaticns essential to national defense. But coponents charged

that the American taxpayer would end up paying dearly for ecess

capacity, Their claim was that government contzacts pick up the tab

for idle equipwit [Ref. 6, p. 26422].

The very uimortant role of campetitive markets came up time

and time again. Proponents would argue that allowing Lockheed to

fail would lessen the ompetitive aspects of the aerospace industry.

Others argued that one of the functions of a competitive enviran~t

is to screen out inefficient competitors and punish mismanagemient.

They described loddieed operations during the latter 60's in these

very terms [Ref. 6, p. 26796].

The motivation for FIDruwll Douglas (DO-10 airframe producer)

and General Electric (DO-10 engine supplier) to oppose the loan was

clear to pro-Lockheed forces. As major cmpetitors, they would attract

a large amount of Lockheed's business upon bankruptcy [Ref. 7]. For

wost DOD officials having Lockheed stay in business would be a definite

advantage.

2. Goverwment I3ntractin4 Issues

What would prevent the government from giving Lockheed preferen-

I ial treatment in contracts if the guarantee went through? Would it

not be in the goverrmmt's self interest to see that Lockheed gets sane

"sweetheart" contracts while the guarantee is in effect [Ref. 6, p. 26409]?

13



Wouldn't the goverrmint have to ease up on its contract administration

porLies should Lockheed governaent contracts ý at in trouble [Fef. 6,

p. 26797]? Proponents discomted these concrns because (1) directions

of this type would have to come down from higher levels and would make

a mockery of the source selection and contract a nistration process;

(2) competitors would quickly catch on and seek redress through the bid

protest channels.

A major contention by many Lockheed creditors was that the

govermment's practice of Total Package. Procure t (•P) bad led to

Lockheed's demise. They pointed out that DOD no longer contracted by

this method thus iuplying something less than satisfaction with the

process. Loan opponents argued that 7P would still be around had it

riot been for Lockheed's mishandling and apparent "buy-insN during the

late 60's [Ref. 6, p. 26811].

When Civil Aeronautics Board (CAB) Chairman Secor Browne stated

that -the governmt has traditionally finanxed xzxuercial aircraft in

this aoutry through the Defense Deprtment where military R&D has been

used as a basis for ucciercial develouizmt" [5], I%% directly overlapped

the goverrment and cmmercial sectors of a business like Lockheed.

This ed3e•d the claim that the government has a direct interest in com-

mercial projects much as the L-1011. When progress paytwnts stop or

slow down, a liquidity squeeze takes place in all areas of the business.

Opponents felt this was the inherent risk in this type of business.

Adirral. 1lickover's quote that, "We have been generating a new philosophy

where we privatize profits and socialize losses" became a popular slogan

for loan opponents [Ref. 6, p. 26998]. Industry spokesmen thought just

the oposite was true.

14
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3. Subcn~ aý

7he claim that the U. S. Government pays for subcontracting

mistakes and subcontractor pressuring tactics focused in on the L-101.

Rolls Royce (the makers of the I,-lOll engines) went bankrupt. The

British governmant would cane to its aid only if the U. S. Government

guarantees Lockheed's continued existence. Ibis in turn infuriates G.E.

and Pratt and Whitney who lost out on the original bids. Is the U. S.

Government going to protect foreign jobs? What about Lockheed's reputa-

tion for "sandpapering" its subcontractors so as to get that low bid in?

Isn't this really, a form of "buy-in" [7]?

4. Bnrpc

Major confusion developed throughout the hearings as to what

would happen to government contracts should Lockheed go bankrupt. Secre-

tary Packard felt sure that al- governmet contracts would be completed,

despite bankruptcy, altboh delays and ccst increases would probably

result [2]. But what about major subcontractors of the L-1011 who are

also defense msibntractors? Many claimed that every defense ontract

týat lockheed had with others wruld have to be renegotiated.

Others argued that bankruptcy would actually improve performance

in gove•nment contracts. With Lockheed the goverrmunt was subsidizing

an inefficient and wasteful producer. Transferring these contracts to

others would result in new ideas, new management techniques and better

cost control [Ref. 6, p. 26795]. Major campetitors to Lockheed felt

sure they cold take over tl..a defense portions of Lockheed's contracts

and would do so with delight. flost of these projects were making a

profit for Lockheed duri-g this time frane,

15



5. s le vs. Irresponsible !nageinent

Who was to blame? Was it goveninert contracting under Total

Package Procurement or general iaaeint within Lockheed itself?

Both overoptimistic estimates and the need for folla-on defense work

ware cited as reasons for Lockheed's $2 billion "buy in" (C5A). But

eo ic conditions, war material shortages and goveraent inflexi-

bility certainly had a major effect. reputy Secretary Packard stated

that "past procurement policies of the department had sheltered bad

management by ernuraging contractors to rely on the government to bail

them out when t1hey made a mistake, or took on a project beyond their

capacity, or grossly underestimated costs" [Ref. 2, p. 155]. As he

saw it both the govermnt and the contractor were at fault. Would

they change?

C. EMGENCY I•AN GUARANTEE BOARD

The Em1ergency Loan Guarantee Board was set up with the passage and

signing of Public Law 92-70 in August 1971 (see Appendix B). Under

this law up to $250 million in guaranteed loans would be made available

to locheed fzrm its 24 lending banks (see ExAibit I) as part of an

overall financing plan [Ref. 8]. This credit arrangement provided

funds in amunts up to $650 million. Of this amount, $400 million re-

presented the refinancing of previous loans to Lockheed and $250

millim& additional funding under th1 terms of thds law. Exhibit II

shows how this guaranteed loan would caipare to direcm. loans and other

guarantes provided bY the U. S. Gvernmnt in fiscal years 1972 and

1973 [Ref. 9].

At its first two meetings the Board conzsidered the application

received from Ikdheed on August 18, 1971. Key Board members incblued

16
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EXHIBIT I

PARrIaCPATjNG BANKS AND E OF PARTICIPATICN 14 TE
1971 CREDIT AG1MQqET

Credit
specified per bank (in
Percentage millios $) Nam of Bank

7.5% 48.75 Bank of Ararica National Trust and Savings
7.5% 48.75 Bankers Trust Qmipany
7.5% 48.75 The Chase Manhattan Bank
7.!. 48.75 First National City Bank
7.5% 48.75 Manufacturers Hanover Trust rmpany
7.5% 48.75 Mbrgan Guaranty Trust cmpany of New York
7.5% 48.75 Security Pacific National Bank
5.75% 37.375 Continental Illinois Naticaal Bank and

Trust c(bpany of Chicago
5.75% 37.375 Mellon National Bank and Trust Campany
5.0% 32.5 Chemical Bank
5.0% 32.5 United California Bank
3.75% 24.375 Crocker National Bank
3.75% 24.375 The First National Bank of Boston
3.75% 24.375 The First National Bank of Chicago
3.75% 24.375 Irving Trust Ccopany
3.75% 24.375 Wells Fargo Bank National Association
2.0% 13.0 Girard Trust Bank
2.0% 13.0 The Philadelphia National Bank
1. ^5% 8.125 he Bank of California National Associatimn
0.5% 3.25 The Citizens and Southern National Bank
0.5% 3.25 Tim First National 3ank of Atlanta
0.5% 3.25 Trust Coapany of Georgia
0.25% 1.625 7he Fulton National Bank of Atlanta
0.25% 1.625 The Pacific National Bank of Washington

100% 650.0

Source: I~1Prge~ncy Loan Guarantee Board, "First Annual Repxort"
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Jodm B. Ommally (Chairman), Secretary of the Treasury; Arthur Burns,

haminman of the Federal Reserve Board; and William Casey, Chairman of

the Securities and Exuhange Ccmission (sEC). By September 9, 1971,

the Board had omi tted the g•omvrnmit to quarantee loans to Lockheed

up to the full extent of the $250 miollo limit mne• the Act and

authorized the first takedown in the amount of $50 million. A further

schdule of loan takedowns is found in Ediibit III [Ref. 10J. gie

highest amount of guaranteed bo7r- - As of December 1976 had been

$245 million. By 1975 Lockheed had asked for and received a two-year

extension on the guarantee a qmnlt. An additional one-year ex-ten-

sion could also be authorized beyond that date.

As required by the law, secuxity was pledged by Lockheed in

the form of the entire capital stock of the following major wholly-

owed subsidiaries:

Loddved Air 7erminal, Inc.

LockeedMissiles and SpaceCoprtn

Tb this pool ws added (1) most of the remaining unpledged iurroved

real estate owned by Lockheed and (2) a security interest in F aduc-

ton and other equi4mit Lwed by I,.kheed and located in Ios Angeles

couty. The only fixed assets of significam not included as

collateral consisted of the Marietta, Georgia plant facility on which

the U. S. Goernzient alre had a lien.

2. Intewest Rate and the Guarantee Fee

A major problem discussed during ea.Ay meetings of the Boar-!

concened the interest rate and guarantee fees. In effect the

19
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rmbb1 w c of trying to dterine the risk to the govrenu t of

IoL~ised not xvpayirag the guaranteed IAortico1 of the loan. The interest

rate and guarantee fee were finally detemined an the basis of td

principles:

1. 7he bn ca should reive a rate of inter-it a te
for a risk-free guaranteed loan adjusted for oilliqidity'
(aim~ the guaranteed loans do not have the ready mukiet-
ability of govenrmwnt bills) and "aditiow.l servicing
clstas ; and

2. Th total financial chiarge to LxddheWdaxiulW be that
rate which is appropriate for a loan of this risk (con-
sidering the govenment's umqure collateral position)
and naturity; and r, the total dcarge &L
noL be such as to allow T.0daed to aa•ue govenrwwt
gtanteed funds at a lower cost than other a
in rmilar 1 circetancs can acquire ncn-Waaranteed fLir.s.
Thu~s, the guaranteed fee has the ctri cs of boUt
a Wilsk premium" and a "4oqpetitive equalizer".

The risk free base used for detenninIng the interest rate paid

to the banks %s Ut average yield on t air-wmth MTaeay

bills, to whidi was added - 1/4 percent iIIiquidity premium plus a 1/8

percent allwance, for the servicing cost of a guaranteed loan.

After taking into id io the general maturity and risk

structure of inter•st rates, the rates paid cn bank biant by L-rge

c(lpanes in r•-c2stana aimila to Wckhecd's (prime rate plus 1/4-

1,/2 percent premium and standard ~e satoxy balxe' rqiazn

the rate borne by odded on the nonguaranted $400 million loa

(prime plus 1/2 percent with an additiul 1/2 parcrot payable in the

future), th'•' value of the oaLateral iering th guazrad 1can and

otke related econmnic data, the boud dmcicd at its intng cxn

Septeober 9, 1971, that the 4rtpriate Wtal darge to be •aaby

Wdockhd =n its first tAkeoml under tIW guari would be 8 Wxcent.

(ahe rate on prize s•ot tam bank Lums to bmumse at that tim ws
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6 percent). The Board decided that a guarantee fee of 2.3 percent

lould apply to the initial loan guarantee and to each subsequent loal

guarantim unless altered by the Board. 7his fee was, in fact, altered

Cn three different occasions prior to mid-April 1975 (see Eahibit III).

Guaranteed loans to wokheed are evidenced by Lockheed's nine-

month promissory notes (the "guarant& d notes"). The nine month

maturity period was agreed upon as a result of restrictions inpo3ed

by Lockheed's indenture for the outstanding debentures of 1956. As

the nine-month ncrtes mature, Lockheed is permitted to refinance and

apply th proceeds to their payment.

3. 7he Qen- y Ioan Gruantee Fund

An Emergency Loan Guarantee Fund was established mn the general

aocount of the Treasury. This Fund is credited with fees prescribed

by the Board in calnectim with each loan guaranteed undez the act.

Fuds in exbss of the Board's needs were invested in Unditad sta-*ýs

Gavemawt Treasury BilIs. Financial statemnuts of the Board as of

30 Sqptmbaer 1976 are shcwn in Exhibit nv. Extibit V illU~trates L4oard

actions ower the yei rs ith regard to I=ched opewations [Refs. 8, 11,

12, 13, 10).

4. &

As of D 24, 1976 guaranteed totaled

$100 millim. SaMmt is now scheled for Deceutter 1977 but can be

etu b 1978. 7e Gmrmal & n- i " Office (W), iza

rept dated January 1976 [Rea. 14], felt Locd i wmculd need the ew-

tesin and still no repay the loan n tiun. 7his conflicts xith

Uckhed mmwemmet plans. Having paid off $95 million of the guarantew

low fnu January to Dember 1976, they had made significant progr
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EIBIT V

EMREC IMN GLARAINTEE BOARD MIETNS

18 August 1971 Lockheed application received.

9 September 1971 Lockheed application aproved.
9 September 1971 Airline customers request security interest

in the collateral specified in the 1971 Credit

Agreement and tbh Security and Pledge Agree-
rent.

September 1971 Uhe Coptroller General in a letter to the
Board asserting the legal authority of the
(overrment Acounting Office (GAO) to review
the Board's decisions, requests access to the
Board's records for that purpose.

December 1971 Board turns down GAO request to review deci-
sions but allows tim to audit the Board's
records relating to its receipts and expendi-
tures.

February 1972 GAO again asks to review records by which
decisions had been made. Again Board tunis
dcwmn the request.

April 1972 GAO reports the Board's iwgative reply to
Senate Caomittee on Banking, HousiM and
Urban Affairs; the committee expressed the
view that the Board should cooperate fully
with GAO.

June 1972 Board makes available to GAO the informticn
requested.

September 1972 Board meets with Iodche's banks to discuss
higher than anticipated costs in the L-10U
program.

Nvember 1972 Board approves change in loan collateral.

March 1973 Board approves lockheed acquisition of Murdock
chsize and Engineering Company (manufacturer

of the L-1011 wing pylon).

April 1973 Board approves Locklaed acquisition of $1
million in assets of Control's Division of
Leach Corporation (not an L-1011 supplier).
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April 1973 Board expands mnuitaring of Lockheed. A tech-
nical analyst begins reviewing the L-101U program.

Weekly paperwork now required of Loddhed.

June 1973 In ccnrncticn with Lockheed's purchase of cer-
tain prperty to be acquired from the General
Services Aministration (GSA), the Board
approves a GSA promissory note secured by the
p erty to ýe acquired. This possession fee
liability did not affect the collateral pool
described in the 1971 Agreemnt.

June 1973 Board approves Lockheed's request that would
allow it to escrow prepay~mnts received from
foreign govermrnet custcmers to secure advanced
payments or perfonrance guarantees.

June 28, 1973 Special Report to congress recommends that the
guarantee program be disbanded and further
guarantee requests be considered on a case by
case basis by the Administration and the
Congress.

December 1973 Board approves amendment to 1971 agreeamt.

December 1973 Board meets with pockheed's banks to express
concern regarding Lockheed' s financial problems
and co discuss possible solutions.

December 1973 Board approves a new borrowing schedule to

meet Lockheed's higher than anticipated needs.

January 1974 Board meets with Lockheed's banks again.

May 1974 Board grants its consent to a new I-10U sales
contract with Eastern Airlines allowing
delivers delays in 1974.

May 1974 Boare O.K.0 s new bank agreement and $75 million
in additional credit. It also extends borrow-
ing until December 30, 1975.

February 1975 Board consents to delay in TWN's delivery
sc1ecule.

May 1975 Board meets with Lockheed's banks to review
cmpany forecasts and a proposed refinancing
plan dhich it approved. It also agreed to
extend guaranteed borrawng until Decmber 1977.

May 1975 nie Board allowed Ickheed Shipbuilding and
onrstruction Coupany to obtain the necessary
working capital for a new contract award by

rowing to $20 million from the Lockheed
Corporation.
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July 1975 O.K. 'd a schedule delay of L--1011 deliveries
to Eastern Airlines.

August 1975 The Board chairman strongly condemns Lockheed's
foreign payments practices. Lockheed required
by the Board to stop improper payments to foreign
goverrmint officials or political organizations.
Board meets with principal officers of Lockheed
to discuss payments.

Septenber 1975 Board requires Lockheed to adopt strong inter-
nal measures with regard to a new policy on the
selection of international consultants.

September 1975 Board asks Lockheed for additional information
so as to assess the potential impact of future
public disclosures of foreign payments. Board
takes steps to amend the 1971 credit agreement
by maki4-4 improper payments an event of default
under that agreerent. The Board requires Lock-
heed to suhmit periodic nmnitoring'reports in-
dicating compliance with Lockheed's new policy
in the area of foreign payments.
The Board staff report concludes that Lockheed
could survive the effects of disclosure of past
foreign payments practices.

January 1976 Board extends deadline for effectuating the
April 1975 financial restructuring plan.

February 1976 Board meets with Lockheed officers regarding the
improper payments and changes in nwaag•_nt
personnel.

May 1976 The Board consents to Lockheed's request to
enter into a security agreement with the Canadian

overnmient securing the performnce by Lockheed
of its obligations under a contract 4o manufacture
and sell long-range patrol aircraft to the
Canadian Govenwent.

June 1976 Board consents to the Company's recuest to
produce a Dash 500 version of the D-10l . Lock-
heed required to have receipt of a minimum
number of firm orders.

July 1976 Board consent. to the termination of the 1974
Agreaent, which provided for an additional $75
million line of revolving credit.

August 1976 Board nodifies Dash 500 minimum firm ordex re-
quirements. Board consents to more borrowing
by Lockheed Shipbuilding and Oxtrxuction from
Lockheed Corporation (see May 1975).

28
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Septeaber 1976 Board meets with representatives of Iockheed
and its banks to discuss the revised plan for
financial restructring, the financial corti-
tti of the Cozpany, the improper paymnts
and related matters. The Board retains its
right to declare a default an the 1971 loan
agreent with respect to any past inprop r
foreign paymant which had not been disclosed
prior to Septaber• 8, 1976. The Board waives
its rights to declare a default for any prior

payments which had been disclosed previously.

September 1976 Board approves revised plan for financialrestucuing.

Source: mmergency Loan Guarantee Board "Annual Repcurts," 1972-1976.
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toward couiplete repaymnent (see Exhibit VI) . To management is working

hard to convince the banks to waivi their rights under the loan guaran-

tee agreement. They believe the heavier interest burden on these loans
are more than the ccapany shculd continue to pay. By late 1976 sone of

Lockheed's creditors agreed with them [Ref. 15]. In any case, GAO

cm-cluded that (orznent interests are "adequately safeguarded". Thus

it is doubtful the U. S. Government will "lose" even if Lockheed does

fail. Any future guarantees nder this Act seem unlikely hut the

iqpact of the "Lokhe loan" will be debated for some time.

:I

30 i
R 1



I I I I

- U -
-Iv-

-

0* -j

ii -

a _________ pa; -- 4
- U

* �' -

am

H -a _____________ I
m

-- --
S.. -
a - m m

mm Iz
- _______
6� - 0?!

U-
* m
-- -- cii

- mm
S 'S

-S lii I' IA

I

31

A -

I.



XII THE TRISTR AND WOCaEE

During the early 1960s lodkheed Aircraft Corporation rained almst

entirely out of t1* cmwxrcial aircraft market. By 1966 this dcnged

as the potential need for a high capacity passenger transport was mAde

known by various airline officials.

Both dmnestic and international passenger traffic had been increasing

at significant rates during the period 1963 to 1966. Briy airlines uere

responding to this by adding more flights into some already overcrowded

airports. If this trend continued, pssenger and aircraft congestion

at major airports would saturate their ability to handle projected traffic

loads. Both airport and aircraft planners had to came up with something

new - larger airports and larger aircraft to service them.

With many new routes beginnng to develop, European aircraft mnufac-

turers presented proposals for a high capacity "airlus". U. S. mmofac-

turers were also encouraged to suggest ways to meet expanded airl.; ~

needs.

In 1966, the decision was made at Lockheed to develop a r camme-

cial wide-bodied jet. This decision, when coniined with s ckheed's

strong financial position, appeared to be the right moe at the right

tire. By 1971 this decision, along with others in the defense ares, was

to bring Lockheed to its knees financially. A sw. iary of major ir-1011

events during the 1966-1971 time frame reveals why.

A. SLU;& OF EVMM, L-1011 (1966-1971) (Ref. 16]

February 1966 Lockheed studies possible coamercial version of

32

WINI



er 1966 Lomed asks bid prtposals on "jumbo jetu
engines, larxhng gear and autcmatic ftight on-
trol system.

March 1967 IWckheed registers $125 m illion dbmeture-•e-
lieved reoessary to help finance the zm airplane.
7he decision is made to "go" on the Cia-1011

Septonber 1967 lckmie annone publicly its ocamnrcial air-craft plans.

Febuary 1968 First L-1011 setback for Lockheed as American
Airlirn, picks the M:DmeU oglas DO-10.

March 1968 L-1011 price 2c-ered from $17 million to $15
willion per aircraft in response to DO-10 price
reduction.

April 1968 Orde s had been r•oeived for 172 Ir-1011's.
Rolls Fr•oim ,Aected to produce the Pngines.

September 1968 Lockhd officials. predict a need for 1400
L-10l1's by 1930 with more than halt to be sold
by 19 S.

1969 Daf isms c-tract prWb lems hit Lockheed having
a major effx-t wa L-10II financing. New orders
cae vezy slowly.

March 1970 Twkhaed- ks the W& e Department for $650
million L assis'ta-nce owr the next three years.
Thay cl&aim c.1ovirznt prLgraw are eating into
L-!011 f clinrg. Sec. L'a-d suggests receivex-
ship or merger as solutima.

April 1970 Banks say they are nOL dlUlirij to ru ard/or
increase Lockheed's li"B of credit while the
goverment contracts, dispute is still unsettlcd.

Sept•nter 1970 Chairman Haughton persuades Iackheed's banks to
elchanqe $400 million line of tecur- credit
for $500 million unsecured loan. He also per-
M s major L-1011 buyers to advance $100

Noswber 1970 Rolls fbye announces that devel.opent costs on
L-OlU eiigine (IS-211) have mare than doubled
orig~i/al wtutohtes. Top Rolls managenent resigns.

Fehruary 1971 loc-1,4,Aad- aqrees to accept $200 millicn loss on
C6-Ex- Rolls Royce declares bankruptcy.

33

4L-v



March 1971 TiCON 41 tish Government talks on Ii-211
future.

April 1971 Now contract worked out on Ia-211. British
Q,•Jent and WckhmA bans insist that the
U. S. Govenment provide 4 a.-tees for future
loans to Ioideed.

May 1971 Nixon h "ntratimn asks OmCVress to aviprave
U. S. guarantees for bank loans totalling $250
million to inckeed.

B. ME Ia-1011 •

After months of hearings the L-1011 OUh been scrut:nized in every

way possible. Eqpert witnesses, committee reports, Civil Aeronautics

Board reports, DOD analysis and mdaio leaders' cpijijx' were discussed

daily.

Major aruiments included:

1. PrxIM w X1031 Argments

"_ki esVfl t&-Ot i u, 000 persons would lose their jobs" [if the
L-%i011 iv t• c-naitedd-prie contractar and subcontractors.]
-6ez. of 2neasury [Ref. 2, p. 157]

-- • tued production and develcme-it of the I-l011 will
Au ivtain the, halthy m~etitive and productive capacity of the
ail-~a .f�Llwtry and will most certainly be in the national
intzi-st." -- AM official [Ref. 2, p. 1571

- [ Air] carriers stand to lose all or a substantial part of
tiLeir investmnmt." -oMB Chairman (Ref. 2, p. 157]

- "<Sanpte-y would not only eliminate the joib of workers at
"Lx-cheed but those of Lockheed's suppliers and subocrtractors
thxvugtmt the nation." -Union lemier [Ref. 2, p. 157]

- "if Iockhed is lat only two cxmetitors will remain."
-in Airline official [Ref. 2, p. 157]

- "Some broad guarantee program is needed to aid large ccmpanies
in trouble when their collapse would result in serious reper-
cussions throughout the econoy.u -'fonimr FTs Chairmn
[Ref. 17].

"-W We have a huge investment in -1011 inventories. There
is no way to realiv,, any substantial amount fra this inventory
other than by delivery of aircraft. We lack the resources to
acoplete and del lver aircraft on which we hold finu orders,
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unless we have a govenrrsnt guarantee. If we are unable to
carry out the r-10ll program Lockheed will surely go bankrupt."
-Lockheed official [Ref. 18]

"- "Past Defense Department policies have encouraged defense
contractors to take on programs such as the L-1011 which were
beyond their means." --DO official [18]

"S-"he private sector and the public sector must work together."
--"here is a credit crisis in many majorcuaneadlol

goerets•--"Iockheed's dilemma provides only a start on apubli2-private capital program." -Bank officials [Ref. 19]

2. Anti-Loan I-1011 Aruments

- "The U. S. econmy will gain $6.4 billion in G.N.P. cve" the
next few years if the L-1011 is cancelled because of tha lower
foreign labor content of the DO-10. There would be a $1.7
billion favorable impact on the U.S. balance of payments during
the next decade i the L-1011 program is terminated."
-Aerospace Report•[Ref. 20]

"Lockheed is likely to lose as much as $2 billion on the
I--1011 program and these losses will only, increase if the
program is continued." -Aerospace Report k20]

- "The I--10ll contains serious technical deficiencies including
inadequate engine thrust, excessive weight, and questionable 1
design features for a commercial aircraft." -Aerospace Report 1

[20]

- "There is not enouqh business for three finas in the wide-,
bodied jet field and Locheed's entry will severely cripple
the present daoinant U. S. position." -Aerospace Reportl{20]

"- "Short term unemployment in California as a result of can-
celling the L-1011 should be offset in six to nine nmnths by
high DO-10 employment." -Aerospace Reportl[20]

"- "Tristar had an American content of only 60%." - "If Tristar
orders were diverted to Mc--onne11-ouglas DC-10, with a 90%
U. S. labor content there ultimately would be a net gain in
jobs." -U. S. Senator [Ref. 2, p. 161]

"-W "We are also being asked to rescue-indirectly-a large
British ompany in direct cpetition with American firms."
-U. S. Senator [Ref. 2, p. 156]

'some believed that this Aerospace Report was fram a major ccmpeti-
tor of Lockheed. It was entered into the 922ressonal Record by
Senator William Proxmire after considerable debate7.
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"- 9== guarantee woud be fundtally inomuistent with a
free enterprise syatum, would invaove gove==nt favoatim
toward Inckheed in rflatin to its c' " iUr' and migt lead
to Aijmila guarantee's for other a spmacm fJ." -ikie
Banking Q~okittee staff Paport (Ref. 2#, p. 1541

- IOzflit information on Li-l0U beakwvrim point inicates
the actual breakeven will prob~ably be ux~h higher than I~kdued
projections." -House Banking Oomi~ttee Staff Hqport MO~. 2j,
p. 154]
- "on the whole mmpoy [in the airbus market) is preferableto artificial competiti.= -Academic Deat (17]

- "If the i--1011 program were scrapped several hundred addi-
tim I DC-10 's would be n by M~mmaell Douglas and
the effects of the shift frum the I-101U with a British made
engine to the DO-10 with an American made General Electricengine wol be highly advantaeu to the Xrican eopc
worker." -New Jersey UAW official [18]

- "Ickheed is carrying unencumbered assets with a bok value
of $160 million and a current or insurable value of $400
miliion-which would be available to the banks to secure the
additional $250 million without guarantees." --Unievrsity
Professor [Ref. 3, p. 702]

C. PuiTING BATK TE PCES-1971, AFTER THE LAN

1. New Financing

After passage of the Wkergency Loan Guarantee Act, Lockheed

went to work to get a new financing package coapleted by the end of

August. In order to qualify for the guaranteed credit they would have

to shuffle unpledged assets to produea the needed $250 million col-

lateral. $153 million worth of capital stock of four subsidiaries

was finally pledged along with locxheed Missiles and Space o., with

an estimated $100 million in book value. 7he government would have a

preferred position on $250 million of the $253 million in oUateral

until the guaranteed loan was repaid. After repayment, the $250

million in assets would be applied to the $400 million previously

loaned lockheed by its 24 banks. The remaining porticn of the new $750
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million finmn=i padcage wum w*"td to oe fram U. S. I,--011U

cistuarr in the fozm of $100 mnilica in &=I :rated pwgrew paymnts

du in 1972 [W.f. 213.

2. Airline Ngtain

Sinne &elays and prime dhaxz adl tWkI~ PLU in t~a lI-lOU

prgm, Icdwd officials had to beNi delicate 4 at iati. of

airline oxrst. With Delta and 7.-A a u•.ti•j. fCr 51 of •he~d's

103 fin oA= am 17 of its 75 options, thW,• carriers u.ul\ have

the gc trt km ixn por. A theirl(\• dua Ids %L x1f. 22):

(a) Lodd*4 m ust have a finm = w-t t With HOLS M Whid j
ahz,.d iclude de.ivexy dates and siua t cmwinta

(b) %%rez &uld be a cmmitiit frum British European Air~ys
for an LeI-011 order.

(c) Iner aust La a settlement of all otadigdefenise
con'lrt p l before they would =mit theielves
fur.tha to ti: l•-11 proacra

(d) Ds-1011. oz-mj stxd he eligible for am investmet tax
creLit.

(e) All other fim =2cer custoers nuot remain in the L-1011
program as' a coa~ion to their staying with the p3zugram.

(f) loc W.. must renegotiate all otion schedules and tert.

As a further hmmer both airlines held firm price agrements

with Mc~ogell Do~uglas on the DC-10 airraft. Ccuipetitive price would

be a big factor in any sales talks.

In addition to the airline cust rs,, tadvd was required

by the Emegecy Ivan cuarantee, Board to have reached ageement with

all usior rr-lOU. parties. Th~is woul~d includie its 24 bmiks and its

engine supplier, Polls Boyce Ltd. 11be first mseting of the loan Board

turned dtin Loddyaed's applicatin because a basic agreemet had not

been reached.
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New go•verxent ectic programs caused problems in the ai:-line

neotiations. A ne 10% import surch added further costs to the

io-211 Tb-loU engines. This ne tax wud cost an additicml $280,000

per shl-et (three engies). he arlines wanted the additicml expense

shared, while Imckhead wanted the airline customers to pay the entire

ammmt D1ef. 23].

hnegotiatics were very difficult with agreaments beccini

harder to d*ain as time went b, with the $100 million in advanced

progress payments a particularly stiky point. Varying airJine needs

also became an issue during the talks. Delta Airlines held out for

specficdelivery delays and1 thus was against advanced payments, while

others uanted a longer range version ir-1011. TWA wanted its option

dates extended through June of 1972. There was unaninms agreement

that lockheed's mere existence was a major concern.

By septembw the major customer airlines were expressing con-

fidmxce in the future and were satisfied that the loan Board would

acct the ocwpramse that had been reached. Te airlines would pick

up the 10% surcharge on the engines and advanoc the $100 millUon during

Noeme 1972.

3. A

By mid-September Xockheed had signed contracts with its 24

banks, its major Tristar customes and the U. S. Goverrmet. The most

imrediate effect of the signing was to clear the way for the first

guaranteed borrowing. This amout-$50 milion-was urgently needed to 4
cover the $5 million weekly payroll on the I-10ll program. Since soue

of the uncertainty in operations was remoed, Iokde could also

re-hire 4400 employees for the Xr-1011 production line [ref. 241.
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4. S~~r

During the remaining urnths of 1971 production line and test-

ing problems would continue to cast a shadow over the L-1011. Small,

nagging items caused considerable trouble for both Lockheed and Rolls

Royce. With pre-certification flight hours now adding up, lingering

doubts remained. How would the RB-211 stack up against the General

Electric engines On the DO-10? Was there sufficient growth potential

in the LI-1011? Having survived a financial crisis could Lockheed

afford any major technical problems? These and other questions would

have to wait for some time before any clear answers would develop.

LOckhed appeared to be back from the dead by DCamber of

1971. Wy had managed to better their own financial forecasts with

surprising results in defense projects. (see Exhibits VII, VIII, LX)

IOWr fixed assets expenditures, lower inventories and greater custcmer

advances than expected (in programs other than the LI-1011) resulted in

an izproved cash flow, which redued borrowing requirements. Total

bank borrowings wre $475 million by the end of the year instead of

the $520 million anticipated.

Lockheed also took firm steps to reduce costs. Besides reduc-

ing the overall work farce they cut their overhead, sold non-productive

property and held now plant and equipment expenditures to a mininun.

Mbre selective bidding and the careful use of research and development

funds lowered the level of neo business expenditures. A conscientious

progran of waste reductiwn was having a positive effect [8].

The newly restructured AH-56A and C-5A contracts were in effect

by the end of the year. The switch from fixed price to cost reiwaurse-

rant contracts petmitted the sale of inventories on hand under these
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programs. With the risk factor reduced and better cost control measures

in effect the cash drain fran these programs had finally stopped. The

potential to once again attain the top position among defense contractors

seeed possible as the new year began.

EXHIBIT VII

--EDCIED Afl1AF'T CORPORATION t1971 EARNING3S STATEMENT
AS (ttIARED TO BASELINE FORECST (in millions of dollars)

Difference
Baseline Fran

*Actual Forecast Forecast
Sales 2,852.4 2,994.0 (141T--
Interest and Other In e 6.4 6.1 .3

Ttal 2,858.8 3,066.7 =( .T

Interest Expense 33.3 37.2 (3.9)
Other Expenses and Costs 2,800.1 2,940.8 (140.7)

Total 2,.__._.4• Z .... _(_4

Operating Inoume (Loss) 25.4 22.1 3.3
Provision for Taxes 13.8 10.8 3.0

Gain on Sale of Land 3.8 3.8
Net Income 15. 15.1

*Operating Statement "Actual," certified to by Acuiur Young & Company,
Certified Pub.ic Accountants.

Note: The Auditor's Report for 1971 continues to express a qualified
opinion. Specifically, the opinion is "...subject to the
realization of Ir-1011 Tristar inventories and finlization of
a ts to certain ship construction contracts..."

Source: Iackheed Aircraft Corporation.
Emrgency ,Loan Guarantee Board, "First Annual Report."
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EXHIBIT VIII

-- DKE AIRCRAFT CORPOPATICN BALANCE SHEET AS COMPARED TO

BA&FM= FO•WAST (in millions of dollars)

Difference
Actuall Baseline Frum

12,/26/7.1 Forecast Forecast
ASSEIS
Cash and Equivalent 102 51 51
Receivables (Net)

United States Government 143 127 16
Other 39 36 3

Inventories (Net) 851 890 (39)
Prepaid Expenses 30 29 1

.flotal Current Assets T7DI
Fixed Assets (Net) 300 343 (43)
Other Assets 6 3 3

Total Assets 171 1,479 (8)

LIABILITIES AM NET WORIM
Accounts Payable 187 193 (6)
Deferred Taxes 49 45 4
Retirement Plans 76 67 9
Salaries and Wages 88 81 7
Other Current Liabilities 114 64 50

Total Current Liabilities 3I--6
Bank Borrawing 475 520 (45)
Notes Payable 27 (27)
Liabilities to United

States Goverritent 100 100
Debentures 132 132
Net Worth 250 250

Total Liabilities and
Net Worth 1,471 1,479 (8)

Source: Lockheed Aircraft Corporaticn. Column "Actual" taken fran
Statements certified to be Arthur Young & Campany, Certifierd
Public Accountants.
Emergency Loan Guarantee Board, "First Annual Report."
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EXHIBIT IX

-- ioCKHEED AIRCRAF CORPORATION 1971 NET OPERATING INCOME
AS CommA= TO BASEEME FDRECAST(in millions of dollars)

Diffe-rence
Baseline Frau

Actual Forecast Forecast

Operating Profit (Loss)
Other than I-1011 program 137.0 118.7 18.3
I-1011 program (78.3) (59.4) (18.9)

Interest Expense (33.3) (37.2) 3.9
Subtotal 25.4 -- I.=

L•ess: Provision for Taxes 1.3.8 10.8 3.0

(after tax) 3.8 3.8

Note: Operating Loss on the L-1011 program includes general and
administrative expense of $38.3 million and $40 million of
certain disruption costs in connection with the Rolls--oyce
receivership that interrupted and delayed the Tristar program.
(By the end of 1971, Lockheed had charged to inxame $158
million of Tristar costs.)

Source: Lockheed Aircraft Corporation
Emergency Loan Guarantee Board, "First Annual Report."

D. 1972 - 1975

The years since the 1971 disruption have been difficult for Lockheed

and many other businesses. Inflation, recession, oil embargoes and

little or no growth hit many very hard. This was magnified somewhat

for finrs like Lockheed who were also dependent on a dwindling defense

procurent budget. But their largest ron-defense effort ever continued

to be the biggest headache.

1. The Airline Industry

Ia-1011 sales depend upon orders frao airlines which are depen-

dent on healthy passenger traffic. During the L--1011 plamning and early
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development stages airline industry growth was considered excellent.

I1restic passenger traffic increases averaged about 9.3% over a 10 year

(19i4-1974) period, with the peak years during the middle 60's. During I

the same time international passenger traffic managed a growth rate of

5.5%. TIhese early growth trends led to optimistic forecasts for wide-

bodied jet sales prior to and immediately after the 1971 time frame.

In 1971, Locdheed was forecasting sales of 220 L-1011's by 1977 with a

market requizrent for 775 airbuses by 1980. Secretary of Transporta-

tion, John Volpe, using Federal Aviation Administration (FAA) growth

forecasts, predicted a market demand for 760 three engine wide bodied

aircraft during the 1970's. A CAB study put the figure at 798 over the

same ten year period. Every forecast used a "reasonable" airline

traffic growth rate of ten percent per year in computing their forecasts.

Assuming the demand for L-1011's was as expected by Lockheed, break-even

was put in the 255-265 range. With 176 orders for the lI-1011 by Decmn-

ber 31, 1972, there was little reason to believe these goals would not

be met. Then conditions dcanged.

During the summer and fall of 1973 airline revenue passenger

traffic growth became extremely sluggish. The Arab oil embargo, begin-

ning in October 1973, resulted in higher fuel costs and further compli-

cated the outlook for the future. Operating costs skyrocketed as fuel

prices doubled almost overnight. Scheduled flights were cut back sharp-

ly throughout the industry and a significant numb er of aircraft were

temporarily grounded. 7he overall growth rate declined from .1.1% in

1972 to 6.9% in 1973 with the majority of this decline taking place

during the latter half of the year. This slowdown had an inmediate

effect on Lockheed when three of its customers, rM, Eastern, and
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Pacific Southwst Airways (PSA) requested delivery delays. The uncez-

tain envirornent facing Lockheed's other custaoers caused them to

postpone either the exercising of existing options or the placing of

new orders.

Higher fuel costs continued to plague the airlines throughout

1974 and 1975 and inflation helped cut passenger travel growth to a

year-to-year increase of less than 2%. As a consequence, demand for

wide-bodied aircraft remained depressed [Ref. 25].

2. Selling the TriStar

Sales of the Tristar were ncn-existent during the early months

of 1972, while its major competitor, the DO-10, fared sanwhat better

because of its more versatile configurations. Lockheed did not have

a long range version of the fr-1011 and estimates of developmit costs

exceeding $70 million were holding back any decision in this direction.

By early February a 5% increase in the basic I-1011 price was thought

to be necessary but had to be put off because of the lack of demand

[Ref. 26]. Despite a recently devalued dollar, increased costs would

have to be absorbed.

The early pessimism caused by the slow sales diminished somewhat

by mid-April. After a successful test program and FAA certification,

Chainnan Daniel Haughton annouced that the t-1011 would go long range.

With this declaration Mr. Haugton s ixrirwi.ate problem were to (a) on-

vince Rolls-Rcyce Ltd. to build the necessary higher thrust engines,

(b) convince the British Goternmet to help finance the new engine

developrient, (c) get the estimated $70 million necessary to cover air-

frame development costs, and (d) find airlines willing to purchase this

long range jet (designated the I-1011-2). This was to prove to be no

easy task.
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Quick sinple decisions were rot about to develop in this type

of envircynent. Two typical problems that had to be faced were [26]:

(1) !he British Government was not going to put up the
necessary $52 million for the bigger engine unless
Iockheed was going to build an airplane that needed
it. Lockheed could not build the extended range
airplane if it did not get a conmitment that the
bigger engine would be available.

(2) Although not building the long range L-1011 might
doom all the L--101 program, building a truly long
range trijet competitive with the D0-10-30 might
doom it also.

Still the thrill of seeing its first IL-1011 go into service with

Eastern Airlines overshadowed the i=mediate problems and led to

even greater plans.

By May 1972 the talk was of two new versions of the D-1011.

Along with a modified extended range version (designated the Iz-1011-

100) would be added the L--10.1 stretched fuselage version. This plane

would be aimed directly at the high density, low fare, inclusive-tour

European market. According to Chairman Haughton, the demand for this

new stretched airplane could exceed 250, of which the last 100 would

be profitable.

Mr. Haughton's new anziucemmnt caused quite a stir. More

than a few Lockheed corporate executives wished he had said nothing

at all about stretching the I-103l1. They felt that the timing was in-

apprpriate since Lockheed was woking on bank aproval of the long

range I-1031l and there was a general softness in the airline industry.

Nevertheless he continued to speak out. Since the basic I-1011 would

make its international debut in London during Augw*, interest would

surely be high for the newer model. lough technical data on the

"stretch" included:
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-tw fuselage plugs ahead and aft of the wing.

- remxring the capacity for about 30,000 lbs of fuel.

- using 42,000 lb thrust engines with the capacity to retrofit
to the 45,000 lb version.

This would allow for a range-limited airplane (about 3000

nautical miles) but would aooxmtdate 50 more passengers for a total

of 400 in high density seating.

Lodkheed officials wer_ unanimous in their feelings of kinship

with Rolls Rcyce. With a good possibility of a new engine they ccn-

sidered that Lockheed, Rolls Royce and the British government uvre

firm partners in the entire L--1011 program. The goal was to develop

the basic L-1011 into a family of aircraft. The extended range version

was aimed at the North Atlantic areas, the stretched version was to be

used within Europe and the basic L-1011 was to cover the continental

United States. It was projected that the Lr-1011 price would be lower

than all ca.arak e DO-10 's. Predictions of need by major airlines

included [26]:

Air Qanada-----------------25 (extended range)
----------- - - ---- 30 (extended range)

Da - - --------------- 50 (extended range)
B--------------- 30 (basic model)

British Cale 2 - - - - - - - --  17 (extended range)
Turkish Airlines -------- --- 6 (extended range)
All--ippon ------------- --- 40 (both models)
Japan Airlines -------- ----- 15 (both models)

The airbus market in the U. S. had all but dried up by n• d-year

1972; so, it was with much relief for Lockheed officials when British

European Airways (BEA) ordered six of the basic Ir-10 11's and optioned

presm•bly sane of the British planes would be the stretd version,
but this was rnt specified.
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for six of the long range variety.. lthouth less than e cxx-t-dz it was

felt that these initial orders wotld "get the ball rolling." It was the

first sale of any u in almost two years and had been eagerly

awaited. Perhaps now the charter airlines in Europe and national air-

lines in the MidEast and Far East would "jup oni the bandwagon" [Ref. 27].

Nix results continued throughout 1972. Although a total of 29

orders ware received for the Tristar, only eight of the-se ware finr.

The other 22 were options which called for a mininun down payment. This

Would be forfeited should the order be cancelled. Of the 21 aircraft

promised for delivery during 1972 only 17 were completed [11].

Rolls Royce and the British Covernment began development on a

new 48,000 lb thrust engine in late 1972. This would boost the basic

L-1011 range to an expected 3900 miles and not require the large new

developent investment by lockheed. This range was apparently satisfac-

tory to a number of airlines. Yet lockheed officials still dreamed of

a "new' truly long range aircraft.

a. Orders Diminish

7he slower than expected sales during 1972 [Ref. 28] looked

good ocmpared to the next three years. Although 23 Tristars were

ordered during 1973 only seven of these were firm [Ref. 29]. Orders for

10 aircraft in 1974 [Ref. 30] were followd by zero orders in 1975

[Ref. 31]. The recession had finally caught up with lockheed. It mas

a scramble in many ways just to keep the option orders alive. Many

times special extensions of the option cancellation dates were necessary

to prevent an option frao being dropped [Ref. 32].

The difficulties experienced by lockheed's customers and the

dmnwxd revisions of their anticipated needs for fleet additions
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prcmpted some airlines to request delivery delays and in one case can-

cellation. In Mruh 1975 Pacific Southwest Airlines (PSA) requested

that Lockheed defer delivery of one L-1011 and cancel two other orders.

By June they had further notified Lockheed that they would not accept

delivery on the already scheduled dates and would not accept tw add3i-

ticnal aircraft which were also under contract [31]. This unusual

circumstance, plus the return of two other aircraft sold earlier under

a market support agreement, put Lockheed in a very awkward situation.

-vey were now reselling their own jets in the market place at a lower

price than the newer ones they were producing. In effect they were

competing against themselves and could only lose.

Early in 1974 the modified I-i011--2 plans were put aside

[Ref. 33]. The market was not there but the competition was. Going

ahead with these plans would have put the tI-1011 in direct cxmpetition

with the long range DO-10 and the Boeing 747, which were not selling

well either. With this postponeient, a possible $100 million financing

package fran Summa Corporation (see section III.D.3.a) was allowed to

lapse [Ref. 34]. Lockheed would instead concentrate on less extensive

modifications which could increase the L-1011's range enough to cross

the Atlantic safely. Eventually two modified versions (IL1011--00 and

I-10-11-200) would be developed to meet the different needs of the many

different airlines. A ccmparison of these versions is shm in

Euhibit X. The Rolls BRyce RD-2l11-22F would be ready in mid-1976 while

the 524-engine with 48,000 lb thrust was expected to be available in

1977.

Most of the sales that did take place during 1974 were of

the longer range varieties (I-1011-100) and were to foreign air

carriers. Ho Kong's (athay Pa'ific Airways placed the first firm
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long range order in March 1974. The purchase of two planes outright

and options for two more caused quite a stir. 7his $100 million order

had been fought over for months with MuDonnell Douglas Corporation

[Ref. 35]. Lockheed officials now optimistica1.ly predicted other sales

based on this airline's show of confidence. New sales in April to

Saudi Arabian Airlines brcught further confidence.

One of the more promising i-1011 sales nmnrs came fron the

Soviet union. Lockheed was working hard on a route study for Aeroflot

which would provide the Russians with recomendations on fleet size,

aircraft types and, ultimately the sale of 30 or more long-range version

L-1011's. Officials admitted that any sale of this type would be

steeped in controversy and red tape. Nevertheless Lockheed officials

conferred with the Russians many times in 1974 [Ref. 36].

b. Textron's Deadline

During 1974 a possible iockheed-'rxtron recapitalization

plan developed in which aircraft sales were to be an important part.

(See section III.D.3.b) A major stipulation was that Lockheed would

find 45 firm orders far the I-1011 by 30 November 1974. These orders

would be sufficient to bring the total program, including airplanes

already delivered to 180.

Airline reaction among Lockheed's best customers was, on

the whole, negative. one spokesman asked why the airlines should put

up nmre money ncw (dawn payments on aldi•tinal orders) while Textron

"gets all the goodies-a 45% control for $5 per share" [Ref. 37]. Delta

Airline's spokesman predicted lots of pressure to firm its options (it

had 18 as of June). Eastern and TM expressed similar feelings. "If

they expect us to rave overnight," one equipment planne. said, "they'll
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be mistaken" [37]. 7he major carriers claimed that setting a dedline

(Novemer 30) was -unelistic, when ordering large airplanes involving

millions of dollars. Airlines need to know what the traffic will allow

in the coming years before raising and committing large sums of money.

During 1974 traffic and predictions indicated dowmsrd trends.

During the mnths that followed the pressure developed as

predicted. Mr. Haughton and Mt. Miller (Textron Chairman) made joint

sales calls on a half-dzen U. S., Canadian and British airlines urging

them to finn up options. With mcn-y tight, profits and traffic down

and operating costs up, few airlines were eager to bite [Ref. 38]. By

Sqpt ter the November 30th deadline had been pushed back into Decemer,

and by December 14th it was changed again to February of 1975. It

finally became necessary to change the terms of the agreement (eliminat-

ing the 45 aircraft requirement) to give any hope that a deal would be

finalized [Ref. 39].

Despite the paucity of new ordeis (10, during 1974, Tockheed

did manage to deliver on time all 41 airoraft. It was hoped delivery

schedules and predicted ne orders wold also be met during 1975.

With the overall condition of the airline industry wrsening

and the slawing general state of the eou=W having its effect, no new

orders for the Ib-1011 were placed during 1975. Tw custmrs, by sell-

ing their L-10ll's, managed to divert at least five additicnal orders

frun Wckheed's books. Others indicated their intension to defer new

equipment purchases by extnding the service lives and increasing the

seating density of their existing fleets. It was necessary to extend

the cancellation dates on se=r-u orders for 35 Tristars and cancel

two others during 1975 [311. T1his negative trend in sales became most
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noticeabl after July when disclosures of foreign "facilitating" pay-

ments 3ecane public. lockheed officials feared the loss of many

unfilled foreign orders (military and ccmiercial) should the names

of foreign officials and political organizations that had benefitted

become known. Indeed, even without names, they feared that adverse

publicity woauld affect future sales. Total sale through 30 Septab*er

1976 are shown~ in Exhibit Xcr [10 and 13].

3. FnapncinM Lockhee

The Governmet loan guarantee was an integral part of lock-

heed's borrowing arra ts in 1971. These arrangenents are

summarized below:

(1) lockheed's banks provide credit extension in an amunt up
to $650 million of which $400 mI ion represents re-
financing of a loan previously extended by these sane
banks. The remaining $250 million is available to Lock-heed urxder the tes of the Wvnmet's Guarantee

Agreement.

(2) Lo 'Sheed's three major airline custcmers agreed to make
an additional $100 million in prepayents above those
already .

(3) The underlying $400 million bank loans must be outstand-
iM before any guaranteed loans are extended, and the
guaranteed portiom imist be the first to be repaid. The
guaranteed portiom must be repaid within five years with
a possible three year extension.

(4) A Security and Pledge Agreeent betmen Locdmhed and its
banks provides for the creation of a single pool of
collateral =onsistlnig of certain assets of Lockheed which
are being held as security for the $650 million credit.
This collateral would be used first for the repayment of
the Gaverzmnt guaranteed portion of the loans.

Since the $400 million was outtanding by August 1971 the

gtŽranteed bank borrowing cmmenuoed almost immediately. 1Tese loans

totaled $75 mnillicn by ti& ena oE 1971.

3,acilitating payments deca• a te=m used by corporate officials
to describe foreign pa&its. The more harsh critics preferred to call
them "bribes" or "payoffs". 52
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Lockheed's early forecasts projected borrowings of $550 million

which would peak by September 1972. They predicted the guaranteed

portion of the loan would be repaid by the end of 1974. This projec-

tion was to change several tirris during the cmning years (see Exhibit

VI). The bank borrowings for 1971 were actually less than the ccapany

had originally projected because of higher operating profits on programs

other than the L-1011. A deferred liabi lity to the U. S. Govenment

for $100 million plus two debenture issues brought the total long term

debt to $707 million at the close of 1971 [8].

An atteapt to tap the equity market for funds during 1972

failed. With Lockheed stock selling at about $12 early in the year,

the Board of Directors voted to increase the authocized number of shares

frcru 20 to 30 million. 7his increase would have to be ratified during

the annual meeting in May. The hope was that introduction of the lI-1011

and other "good news" announm nts would increase the market value of

Lockheed's stock and allow them to fatten its equity with a new issue.

The major banks indicated that they would support any attenpt to in-

crease the company's capitalization [27]. Before the end of the year

the possibility of another convertible debenture offering was also

broght up but both of these plans to use the capital markets failed.

The increased stock price did not came about and the debenture suport f
failed to materialize.

By the end of 1972, Lockheed's guaranteed borrowing amounted

to $130 million and onxims words were coming fran GAD. At hearings

before the Joint Ecxuruic Subcommittee in DecemIer, Elmier Staats, the

C~mptroller General, told nmabers that Lockheed sales were running far

below the company's breakeven point. Unless the company received a
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"substantial number" of additional. orders, the L-1011 program could

inpair the financial condition of the coxpany [Ref. 40]. As Lockheed

was the nation's number one defense firm, the Congress and the Defense

Department had good reason for concern.

a. Merger Sought

7hroughout 1972 a merger partner was sought as a way to

help ease this iqpending financial crisis. In February runmrs began

to fly that General Dynamics might be interested. MYst analysts dis-

counted a GD-lockheed merger because neither could do the other any

good. General Dynamics had more than its share of howe grown troubles

without taking on Lockheed's also. Any partner for Lockheed must have

a balance sheet capable of supporting over $700 million in long term

debt [Ref. 41].

Lockheed financial bosses were trying to "sell" a merger

based on Liockheed's successful performance prior to the L-1011 and

associated problems. The pro-merger forces contended that any risk

involved would be ridcly rewarded but by December 1973, despite active

solicitation, there had been no takers.

The reasons for this lack of interest were many but the

sheer magnitude of the debt was certainly foremost. By mid-year 1972

it was apparent that Iockheed's credit would be strained even more

by the events taking place.

Investors' lack of confidence resulted in Lockheed's stock

falling to an all time low of 2 3/4 during 1973. Although this stock

price drop was caused in part by a bearish stock market and a growing

recession, many analysts were predicting bankruptcy by the end of the

year. With the repayment of the guaranteed loans now nmved to 1977 by
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Lockheed forecasters, there again appeared a need for more short term

"quick" financing to meet the company's cash requirements.

The L--1011 burden became heavier in 1973. Approximately

$900 million in Ir-1011 gross inventory recovery was dependent upon the

receipt of future firm orders. 'Ihe cost and selling price of current

orders was based on a 300 aircraft I1i011 program. This product4 a

zero gross profit in 1973 and this trend was expected to continue well

into the future. At the 1973 pace the final realization of L-1011

development, tooling and production start up costs could extend into

the early 1980's [U1]. Given the worsening state of the airline in-

dustry even these figures were over-optimistic. Delivery delays and

option cancellations would severely reduce the chances of recovering

Lockheed's L-101U investment.

Potential financing for the future long range version i--1011

did appear during 1973. Howard Hughes' Sutma Corporation agreed to buy

$100 million in nw Lockheed convertible debentures and notes to help

finance the venture. $50 million would be convertible into caIxn stock

and $50 million directly convertible in L-1011's [34]. This credit

expired in 1974 when Lockheed decided not to develop the long-range

L-1011.

Merger studies continued throughout 1974 under the direction

of Lazard Freres and Qorpany, the investment banking firm hired in

December 1973. Finally in May the name was dropped that was to continue

to stir ccantoversy throughout the year---extron Inc.!

b. The Lockheed-Textron Plan

Textron, a large industrial conglomerate based in Providence,

Rhode Island ($1.9 billion sales in 1973) appeared very interested in
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Lockheed ($2.8 billion in sales in 1973), but strings were attached,

and it would be a very complex arrangement if consummated. j
By early April 1974, two positive arrangements had taken

place which apparently pleased Textron's management: the early sales

of modified ri-1011's to Cathay Pacific Airways and the favorable in-

crease in short term credit to Lockheed fram its lending banks. In a

mencrandumn to the Emergency loan Guarantee Board in June, Chairman

Haughton (Lockheed) and Chainran Miller (Textron) explained the plans

(see Appendix C) [121.

The proposed arrangement was not a merger. Textron and

Lockheed were to operate as separate entities, with many others having

a say in the final agreement. The Emergency Loan Guarantee Board, the

British Goverment and Rolls Boyce, the airline custmmers and Loc heed's

banks would have to approve the plan. iockheed and Textron's directors

and stockholders, the SEC and the anti-trust division of the Justice

Department were also very interested.

lYany analysts felt Textron's move, with the conditions it

wanted, would be very smart indeed. Potential benefits were:

(a) As a 45% owner of Lockheed common, Textron could add 45% of
any Lockheed earnings to its own income. That could mean
nearly $1 per share to Textron in 1975 if Lockheed earns the
$2 per share some analysts forecast.

(b) Eventual retirement of the preferred stock would reduce
Textron's investment to the $60 million it proposes to pay
for the new commnn stock issue. This would be less than
Textron's investvvnt in its biggest holding (Aerospace
Group).

(c) Rejection of the merger route at that time did not preclude Tex-
tron from merging with Lockheed later. It did limit
Textron's liability to the $85 million investment it pro-
poses. Unmerged, Textron would not be responsible for any
unforeseen future debts or losses Lockheed might incur.
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(d) Writing off the Ir-1011 costs, at mininun, would mean that the
program would stop showing losses and could begin producing
a book profit if firm orders passed the 180 goal. Just
cutting out the l-1011 losses meant that Lockheed's large
and profitable governmient programs, $165 million before
taxes and interest in 1973, could exert considerable upward
leverage on earnings of which Textron will oun 45%.

Textron would also give up samething by refusing the

merger route. That would be the federal income tax offsets Lockheed

losses on the LB-1011 had provided [Ref. 42]. Despite that disadvan-

tage G. William Miller called the plan a "once in a lifetime

opportunity" [Ref. 43]. Textron stockholders apparently didn't think

so, as Textron's stock plunged over 33% by the end of the year [Ref.

44].

In December sane of the conditions of the original agree-

ment were changed. Textron eliminated the 45 new firm order require-

ment as long as Lockheed woild now write off $800 million before

taxes instead of the $600 million originally proposed. Lockheed's

banks were also asked to accept a higher debt/ecrity ratio than pro-

posed in the original plans. Lockheed stockholders' equity would be

about $150 million after the writeoff and refinancing, about $220

million less than before [Ref. 45]. By early 1975, an apparently

unrelated matter, Navy shipbuilding claims, killed the deal.

Although officially claiming the Textron arrangement was

killed by the disputed Navy claims, G. William Miller, the Textron

Chairman, claimed old age helped kill the deal also. "Dragging as it

did for nine months, the plan began to develop arthritis. We could

hear cracks in the joints" [Ref. 46]. Whatever the reason was, the

$100 million infusion of funds would be sorely missed. With this

capital need, Lockheed went to work almost imnediately to find another
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partner. General Dynamics (again) the Rockwell Corporation and Hughes'

SuUMa Corporation were all menticoed as prospective saviors MRef. 47].

c. A New Credit Agreement

The lack of new L-1011 orders continued to cause cash flow

problems for Lockheed. This situation resulted in the acceptance of

a credit extension of $75 million by Lockheed's banks in April 1974

[Ref. 48]. This new borrowing arrangement would be short term and

secured by flight line and finished I-1011 transports awaiting delivery

under firm customer orders and by the stock of Lockheed Aircraft Cox-

poraticn. Along with this agreement, it was also announced that,

although this new credit would help, an extension of the loan guaran-

tees would be needed beyond the present December 31, 1975 deadline.

The additicral $75 million credit was to become an integral

part of a three phase agreement between Lockheed and its lending banks.

Phase I, which was to become effective April 1, 1975, extended the

cmpany's financing including the Government's guarantee. Phase II

contemplated the conversion of a portion of the underlying nonguaran-

teed bank loans covered by the 1971 Agreement to preferred stock; and

Phase III contemplated an exchange offer of preferred stock for out-

standing convertible debentures, and an additional conversion of non-

guaranteed debt to preferred stock. Both Phases II and III were sub-

ject to SEC and stockholder approval (See Appendix D for more details).

With the extended credit arrangements and the willingness

of Lockheed's banks to restructure the debt, the banks would get some-

thing in return - a formal voice in the operation of Loxheed Aircraft

Corporation. This role in the management would came in the form of

voting rights on 2,750,000 shares of the new preferred stock issue.
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Each preferred share would be entitled to one vote. Altliough this

was smething the banks had resisted for sane time (getting into the

operation of a ampany to which they lend), the situation had forced

then to become more active [Ref. 49].

d. New Standards

During 1974 the Financial Accounting Standards Board took

a controversial step toward correcting balance sheet valuation prob-

lems for Isxkheed and others in the recent past. Beginning in 1974

all research and development costs (except those directly reimbursable

by others) would be treated as an expense in the year they occurred;

past capitalization costs would have to be written off against retained

earnings. This new standard would have a tremendous affect on both

Lockheed and its ommercial carpetitor, MiDonnell Douglas (which had

capitalized close to 1/2 billion dollars of R&D expenditures itself).

Although not effective until 1975, Lockheed officials announced to its

stockholders they would implement the change in 1974. By year end a

net amount of $448 million was removed fron tI-1011 inventories. This

net write-off reduced the equity by $275 million to $27 million [30].

There remained, however, over $500 million in production and tooling

costs in inventory that would be recoverable only if sales of L-101!

aircraft exceeded the orders already on hand [121.

e. Government Payback Begins

Lockheed did make progress in reducing its guaranteed loan

camuritmnt during 1974. Frm a high of $245 million in September, they

were able to reduce this to $195 million by the end of the year. The

burden of high interest charges was especially heavy on these loans.

They paid over 13% for mcney borrowed during the August-September 1974
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period [341. Total interest expense, as a result, increased to $103

million in 1974 from $69 million in 1973 [291.

f. The 1975 Financial Picture

Despite the overwhelming concern with the "kickback" issue

(see Section III.D.7) several financial events of importance took place

during 1975. By mid-jear it was apparent that earlier coamany fore-

casts on repaying the guaranteed loan had changed [13]. An updated

forecast at this time from lockheed shoed that same outstanding

guaranteed indebtedness would still remain as of December 1977, the

date on which the original extension would rnm out. This wuld leave

only a one-year extension for which the coapany may apply.

With sales increasing, bank borrowings at the end of 1975

remained at $595 million, the same as at year-end 1974, including the

$195 million guaranteed by the U. S. Governm-ent (see Exhibits XII and

XIII). Although there had been no new borrowing, there also had been

no repayent. The cost of this borrowing in 1975 averaged 7.3%, down

fran 11.6% in 1974. This decline was primarily due to a lower prime

rate and provisions of Phase I of the refinancing and recapitalization

plan.

By December 1975 Tristar inventories (Exhibit XIV), reflect-

ing the changes in accounting, could be compared to the ncn-frtistar

inventory position. Custamer advances as of December 28, 1975 included

$26 million in interest-bearing prepayments from airline custcmers.

7hese prepayments were to be liquidated against deliveries scheduled

through 1978 [31].
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EXHIBIT XII
TfQ~~ AIRCAFT CORPORATION~ INOOE STNMW

(in •i•lijons of dollars)
1971 1972 1973 74-75

(Restated) (Restated) (Restated) 1974 1975 Chaunge

Aircraft:

l-011 ......... - 302 730 811 559 -252
Other.......... 1,891 1,170 1,007 1,255 1,458 203

Missiles:
Space, and
Electronics .... 848 905 967 1,153 1,263 110

Shipbuilding,
other........ 113 96 53 60 107 47

Total Sales ....... 2,852 2,473 2,757 3,279 3,387 108
Operating Profit.. (41) 26 82 127 147 20
Interest, other... 6 7 7 11 10 -1
Earnings before (35) 33 89 138 157 19

Interest&Taxes..
Interest Expense.. 33 48 69 103 67 -36
Pre-Tax Net ....... (68) (15) 20 35 90 55
Taxes (Credit) .... (23) ( 4) 6 12 45 33
Operating Net ..... (45) (11) 14 23 45 22
Extraordinary

Gain............ 5 4 4 - - -
Net Inom-e ....... (40) (7) 18 23 45 22

Source: Lockh-ee Aircraft Corporation. Year-end figures taken frcn
stataments certified to by Arthur Young & Ouipany, Certified Public
Accountants.

Emergency Loan Guarantee Board, "Fifth Annual Report."
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EXHIBIT XIII
IX D AIRRAFT COMORATIMC ONSOLIDATED BAIANCE SHEET

(in millions of dollars)

12/29/74* 12/28/75 Change
Assets

Current Assets:
Cash and BqUvalent .............. 122 58 (64)
Accounts Receivable (U.S. Govt.). 130 156 26
Other Accounts Receivable....... 45 54 9
Inventories ...................... 343 387 44

Current Portiorn of Future
Tax Benefit.................... 40 62 22

Prepaid Expenses ............... ... 48 49 1
Total Current Assets........... 728 766 38

Plant & Iquipwmt (Net) ............ 258 256 (2)
Future Tax Benefit, Non-

Current Assets................. 98 49 (49)
Unrecoverable L--1011 osts......... 550 502 (48)Tt. 1,04 71,573 (61)¶Total Assets. •................. I,~ ,73(1

Liabilities
Current Liabilities:

Accounts Payable ................. 261 220 (41)
Salaries Payable................. 106 102 (4)
Taxes Deferred or Payable ........ 30 39 9
Custoers' AM .............. 161 11 (50)

Retirement Plan .................. 95 63 (32)
Other.................... ..o ..... 96 115 19
Current Portion of Debt .......... 17 19 2

Total Current Liabilities ...... 766 669 (97)
Deferred Taxes--ing Term .......... 10 16 6
Notes Payable under

1971 Agreement ............. 595 590 (5)
Deferred i A abilities

to Government, .... *%............... 80 70 (10)
Notes Payable

to Gove et............ 23 21 ( 2)
Notes Payable

to Banks 7 7 -
Debentures 127 125 (2)

Net Worth 26 75 49
Total Liabilities & Net Worth . 1,634 1,573 (61)

*Reclassified to conform with the accounting changes instituted in
the 1975 statbments.

Source: Lockheed Aircraft Corporation. Year-end figures taken fram
statements certified to by Arthur Young & COrpany, Certified Public
Accountants.

Emergency Loan Guarantee Board, "Fifth Annual Report".
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EXUIBIT XIV

LXE AIRCAFT COW) o ION fINVENORY POSITION
(in millions of dollars)

12/29/74
restated 12/28/7

Ir-1011 Inventories
Gross Inventories .............. 437 455 18
Less: Custcner Advances ......... 252 251 (1)

Net........................... 185 20-4 19
Programs other than Ir-lOU

Work in Process................. 394 483 89
Materials & Spare Parts ......... 81 86 5
Advances to Subcontractors...... 105 95 (10)

Gross Inventories ............ 580 664 84
Less: Advances &

Progress Payments....... 422 480 58
Net (No-I•1011) o...... ...... 158 184 26

Total Inventories........ ........ 343 388 45
Deferred Ia-1011 Tooling &

Produtim ............. 550 503 (47)
Source I ed Aircraft Corporation. Year-en figures taken from
statemets certified to by Arthur Young & Carpany, Certified Public
Accountants.

Emragency loan Quarantee Board, "Fifth Annual Report".
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4. ontrolling oosts

The need for new financing might not have been so great had it

not been for the monumental production and manufacturing problem

loch experienced during the 1972-1975 time period.

In early 1972 it became apparent that the cost of delivering

the initial airplanes would be greater than anticipated. The bolls-

Royce receivership resulted in substantial manufacturing disruption of

the I-1011 during 1971 and led to schedule changes and significant

problems in rehiring and training new. personnel. After a delay of

apprximately eight months, during which production was all but halted,

a program reorganization and renegotiation took place. Lockheed also

began a reevaluation of its L--1011 program costs and cash requirements.

The higher costs were due to a number of unknowns which were

associated with the reopening of such a major assembly line. When the

program was restored, many of Lockheed's former employees could not be

rehired. As a result, an inexperienced work force was employed, with

attendant inefficiency resulting in a highex-tan-anticipated level

of training [8]. This and other disrupting effects, including inventory

shortages and out-of-station work, 4 continued to be felt through 1972

and into the early months of 1973.

The I-101U supply chain was often critical. With over 10,000

items used in the production of the L-1011 TriStar purchased by lockheed

from suppliers on the basis of open orders rather than on the basis of

orders with a fixed delivery schedule, shortages were very cummn.

Ompany response reduced these shortages considerably by mid-year, but

4Out-of-station work refers to work coxpleted outside of the nonl.al
production line flow.
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the dependence on these suppliers continued. A strike from June 16,

1972 to September 8, 1972 at a Polls Rloyce supplier caused considerable

production and delivery d. Another supplier's problems led

to IDckheed's outright purchase of the company in April 1973.

In order to provide aircraft to airline customers who planned

on deliveries during the summer of 1972 it was necessary for lodcheed

to accelerate production. s increased production rate did not end

as planned in 1972 with the deliveries of the first 12 aircraft, but

continued throughout the year. The rise in production was especially

marked in the last two months of 1972. This effort fell somadat short

of tie expected delivery goal (17 out of 21 aircraft planned) but did

result in increased efficiency. This positive effect was overshadwed

by special "out of station" efforts and system control inadequacies,

with a result that production costs were higher than expected.

A significant effort was made to improve manufacturing opera-

tions during the early part of 1973. Among the efforts made were:

(a) Many installations and functional tests were moved to
earlier positions in the assembly line allowing work
to be coapleted and tested before subsequent installa-
tion inpeded the work.

(b) A new training program aimed at increasing production

efficiency.

(c) Management changes at the I-i011 assembly facility.

The company also responded to a FAA survey of quality control

procedures by instituting niny changes during the assembly process.

The cost of these inportant steps was estimated at $3 million [11].

Despite these efforts, costs contuied to rise faster than em-

pected throughout 1973. During the late sumuer and early fall there

was a disappointing and s. .yificant flatte- in actual nacting
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hm=rs required as ccepared to learning curve projections. The two

prme reasons for this were

(a) Difficulties of adjusting to the acceleration of the
manufacturing flow.

(b) The inability of manufacturing management to effectively
control the daily work in the fabrication and assembly

By October, 1973 the situation reached the stage where vigorous action

was again called for. This included organizational restructuring,

adjustments in assembly and flight-line station work-loading and the

replacement, largely through early retirements, of several middle and

senior level managers.

During November and December considerable improvement in

productivity was achieved. With this in mind the campany instituted

an "Action Plan" in early 1974 aimed at continually reevaluating pro-

ductin methods. The goal was to expend $50 million less than the

company originally forecast for operations during 1974.

Throughout the year this plan was continually revised. With

accelerated deliveries and deferrals a fact of life, a great deal of

flexibility was called for. Despite this changing environment aeliv-

eries ramaixgd on or ahead of schedule, unit production hours continued

a steady decrease and the quality of the delivered aircraft improved

(12].

The rampant 3.nfiation during 1974 was not without its effect

on li-1011 suppliers. Lodkhed, along with most other manufacturers,

encountered generral price increases and continually lengthened order

lead-time in acquiring same basic materials. These increases were

usually covered by abnormal cost escalator provisions in the original

contracts.i
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Again during 1975 the flattened learning curve appeared when

delivery schedules and delays became commonplace [13]. It was clear

by then that market uncertainties, varying demand, and changing produc-

tion rates were raising havoc with the cost control program. The man-

ufacturing process, having suffered through years of disruptive

ifluences was now at the mercy of customer needs. This could became

critical in the near future should sales continlua their decline as

planning for uncertainty became an important part of the manufacturing

process.

5. The lI-l011 in Service

Same major L-1011 milestones included:

5 April 72 - First delivery to Eastern Airlines (EAL)
14 April 72 - FAA certificate issued
26 April 72 - First f-1011 revenue flight-EAL i
30 June 72 - UK-AA Airplane typev e fite issued

"rihe initial report card on the L-1011 was reasonably good. Air-

line and passenger acceptance was generally favorable with no more than

the usual initial difficulties associated with the introduction of any

new aircraft. It received very high marks in reliability and for its I
reduced noise levels. Field teams worked feverishly to correct small

nagging problems. 1972 ended on an ominous note when on December 28th

engine problems caused a forced landing of a TriStar and on the following

day an Eastern Airlines I-1011 crashed into a swamp outside Miami,

Florida claiming 101 lives of the 176 on board [U]. With the memory

of the "Electra" crashes still fresh in same officials' minds, Lockheed

experts rushed to help federal investigators deteraine the cause. Flight

crew inattention was the opinion of National Transportation Safety Board

(NTSB) report issued in June of 1973 [Ref. 501. Lockheed continued

efforts at correcting the engine problems through 1973. After a second
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engine shutdown, a costly and time constmiing engine inspection program

%Ws uplmnted. This caused schedule conflicts and delays until an
engine fan disc replacement, during the fall, reduced this problem

considerably [12].

Steady iaprovement in "Dispatch Reliability" throughout 1974

gave the I-1011 the jumbo jet the lead in "on time" departures. With

"Operational Reliability" exceeding 99 percent in spite of the engine

difficulties, customer reaction was good [30]. Unfortunately this

good performance did not turn into sales for Iockheed,

As production and quality control standards increased so did

I--1011 field performance. By the end of 1975, 500,000 Ia-1011 hours

had been accumulated and over 30 million passengers served. The Dispatch

Reliability for 1975 at 98.1% was well above average for the airline

industry [31]. Performance hal been more than satisfactory during a

time when sales were less so.

6. Other Iockheed Programs

Major losses on Iockheed's defense programs by early 1971 had

amounted to almost $450 million. These losses were most pronounced on

the C-5A Galaxy, AH-56A Chieyenne, Shipbuilding and the SRAM propulsion

system contracts (8]. Since 1971 the non-commercial products have been

the backbone of Iockheed's finaicial strength despite the fact that

the ia-101 program has shifted the company's sales toward the aomMercial

mamkets. Sales to the U. S. Goverment averaged 88% of total caumany

sal.' 'ýxrm 1968 to 1972, but represented only 74% of the aggregate in

1972. The figures for 1973, 1974 and 1975 were 60%, 62% and 65%

respectively.

The major ". jmzrial aircraft programs of the early 70's

included the P-3C and S-3A anti-submarine warfare aircraft, the 0-130
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and C%-5A aircraft. In addition the C-130 cawmercial transport and

Jetstar business jet contributed to sale. Shipbuilding, missiles

and spacecraft, and electronic caoputer systens amprised a major por-

tion of the remaining business [31].

With the exception of shipbuilding these programs ccntributed,

in a positive way, to the xzipany's operations during the 1972-1975

tire frame. This is clearly seen upon examination of Exhibit XV.

EXHIBIT XV

LOCKHEED EARUNGS
(in millions of dollars)

1972 1973 1974 1975

Program profits (loss) other than
TriStar program and new ship
ccnstructions 149.9 165.8 192 252

New ship construction (.9) (14.0) (16) (Ul)

TriStar (80.5) (69.7) (49) (94)

Interest and other incame 6.7 6.8 Ul 10

Interest costs (47.5) (69.3) (103) (67)

Provisicrs for incme taxes (14.7) (5.5) (12) (45)

Extraordinary gain 3.2 2.7 0 0

Net Earnings 16.2 16.8 23 45

Net Earnings per share $ 1.43 $ 1.48 $ 2.04 $ 3.86

Source: Lockheed Annual Reports (1972-1975)

7. Scandals

In July 1975 Lockheed officials told the Securities and Exchange

Camiission that Lcckheed"could lose lucrative contracts if it was forced

to disclose details of overseas sales arrangements, sm-e of which involved

payments to foreign officials" [Ref. 71]. This aspect of Lockheed's
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foreign sales would be reported almost daily by the news media during

the remainder of 1975 and well into 1976. They were not alone, as sub-

sequent events showed; but, when connected with cost overruns, ship,-

building claims and governmnt guarantees, Lockheed became the number

one target of business critics. By August, it became known that at

least $202 million had been funneled into foreign sales agreements with

about $22 million going to foreign government officials and political

organizations. Lockheed officials argued that it could not identify

the beneficiaries without jeopardizing its $1.6 billion backlog in

unfilled foreign orders (military and cammercial). They must be allowed

to continue payments or seriously hinder future sales. They claimed

that such payments are a normal and necessaLy feature of doing business t.
in certain parts of the world, are essential to sales and consistent

with practices engaged in by num•erous other cqrpan.es abroad.

The list of interested probers into foreign peyoffs biecamve

longer as the months went by. The SEC, Senate Foreign Relations Sub-

committee, Senate Banking, Housing and Urban Affairs Cmnittee, House

International Relations Cmmittee, Senate SubcaTwttee on Multinational

Corporations, GAO, Defense Contract Audit Agency (DCAA) and the

Erergency Loan Guarantee Board were all looking into overseas sales and

cammissians before the year was out. Foreign payoffs by a large number

of companies were disclosed in investigation after investigation. The

use of "standard foreign business practices" was much greater than any-

one had imagined.

By Decembe-L , 1975 Lockheed had agreed to disband a special cae-

missions fund of apprcximate.y $750,000 but continued to deny any alle-

gations of using corporate finds for U. S. political payoffs. They
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stressed that any disclosure of future or past payments could

"significantly inpair Lockheed's ability to obtain foreign orders, includ-

ing future foreign orders for the TriStar aircraft that are vital to the

continuity of the TriStar production line" [31]. Further, Lockheed

officials admitted that payments to foreign consultants would continue

to be necessary in obtaining "certain significant foreign orders."

However the Board of Directors had established "stringent policies and

procedures" to prohibit any such payments to foreign government officials,

foreign political organizations and officials of foreign non-governmnt

custamers that would not be deductible for U. S. income tax purposes

[31]. This stand did not make the obvious problems for Lockheed go away

nor quiet the unfavorable publicity the payoffs had created.

E. LOCKHEED 1976

1. More Scandals

The Bicentennial year started off much as the previous year had

ended. With foreign payoffs, resignations and disclosures becoming a

daily p'-blicity problem for Lockheed, other difficulties became secondary

considerations. Decisions had to be made concerning who would lead

Lockheed through these difficult times and who would help finance them.

Would the L-1011 bring Lockheed to its knees again? With GAO reports,

FBI probes and Emergency Loan Guarantee Board approvals continuing to

domiite Lockheed's corporate life, would the U. S. Government and

Lockheed continue to walk hanid-in-hand?

By February, news editorials were discussing the i=pacts of

bribes, payoffs and cxnmissicns in military and cmmercial sales.

Lockheed Aircraft Corporation was considered one of the most influential

companies in this area. Indeed, by the end of February two of the most
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widely-read weekly news publications had as their cover story wvkheed's

alleged foreign payoffs [Refs. 51 and 52]. Information was also re-

vealed during Senate Subcamttee hearings, bringing further negative

publicity to lockcheed.

Sane of the allegaticns were:

- $7 million had been paid to Yoshio Kodama, a Japanese right
winger, as part of a push to sell six I-1011l's for $130
million to Japan's All Nippon Airways.

- $1.1 million were paid to Dutch Prince Bernard in theearly 70's in connection with efforts to sell the L--1011
and military aircraft.

$2.2 million in paynts were made to Italian agents who
passed 85% ox to governmant officials in connection with
Italian government purchases of lockheed transport A/C.

Other countries said to be involved in payoffs were West Germany,

Colombia, Venezuela, Saudi Arabia, Indonesia, Iran, Jordan, Turkey,

and the Philippines.

By mid-year the Federal Trade Ominlission (FPT) hud also beccme

involved in an investigation of foreign sales. They wanted to know

if the payments gave Lockheed an unfair advantage over other companies

in making foreign military sales. This was especially relevant when

it was revealed that All Nippon had dropped an option to buy ten

DC-10 jets and suddenly ordered six Ir-1011's [Ref. 53]. The controversy

continued throughout the year.

a. SEC Actions

During 1975 the SEC began examinin the documents previously

filed by the 25 top defense contractors. This review, at the request

of Senator William Proxmire, ws begun after some earlier disclosures

about foreign business practices of U. S. corporations. Publicly owned

ccnpanies are "required to file reports with the SEC regularly and
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whenever there is a significant happening that could affect their finan-

cial status" [Ref. 54]. It was these reports that.were being reexamined.

Shortly thereafter there came the admittance by Lockheed officials that

extensive foreign payments had been made (see page 70).

The SEC's policy was to require corporations involved in

i=proper overseas payments to (a) reveal who got these payments and

(b) agree not to make any more. Lockheed resisted. Negotiations between

Lockheed and the SEC on a consent decree, covering the coapany's payments

abroad, dragged on into 1976. Delayed because of these negotiations

was the annual stockholder's meeting and Phase II and III of the ccq:pan's

refinancing plan. Finally in April 1976 the SEC filed a coaplaint in

Federal Court alleging violations of various provisions of federal

securities laws in connection with asserted nondisclosures regarding

foreign payments. It further contended that Lockheed had made payments

many times "without adequate records and controls" [Ref. 55] so one could

not verify the purposes for which the payments were actually made.

Lockheed finally consented, without acknowledging or denying, by signing

an SEC decree on April 9, 1976. No names of foreign officials or

countries involved were mentioned in the consent agreement.

Included as part of the settlement, Lockheed agreed to

correct and amend its annual and other reports on file with the SEC

from 1970 to the date of the decree. Also, a special review comuittee

omposed of outside directors was set up to investigate past payments

and practices.

A high Lockheed official called the consent decree "the

pacing factor" [Ref. 56] governing Lockheed's ability to amplete the

details of the recapitalization plan with the campany's 24 lending
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banks, issue a proxy statement and schedule an annual meeting. With

this out of the way the long delayed stockholders meeting would be

held in the fall.

2. A New Chairman

By February a significant change cam about in Lockheed's manage-

ment. As names of foreign sources were revealed in the payoff scandal,

directors began resigning. Mr. Daniel Haughton, Chaiunan and A. Carl

A. Kotchian, President, concluded that since they had become the focus

of the ccntroversy over foreign sales comissions, the interests of the

corporation would be best served by their departure [31]. Mr. Haughton

at first attempted to get his own man in as the new Chainwn but was

opposed by many of the outside directors, who felt that Lockheed needed

a new face. He finally gave in and Mr. Robert W. Haack was voted

Chairman. Mr. Haughton, who had been Chairman of the Board since 1967

and a director since 1958, would now continue his relatinship with

Lockheed only as an advisor.

Although there were changes in at least six different positions,

Mr. Haack's job would be the most difficult. As interim Chairman,

his planned time frame was expected to be about one year or until he

could get Lockheed to "start refocusing on our orpozate problems."

This chore would be an uphill battle all the way.

Robert W. Haack at age 59 was ccnsidered one of Lockheed's most

energetic outside directors. A former investment banker and ex-'resident

of the New York Stock Exchange, he was well ccnnected in Washington and

Wall Street. He had spent the last two years drumming up support for

various Lockheed refinancing schemes. He stated his priorities as

"getting us through our financing problems and some of our Washington
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problems. We have no cash problem at present but we do have a capitali-

zation problmn with too much leverage." By August he was claiming that

"the big threat is the D-l011, and you could almost characterize that as

a '.-xokkeeping probleW" [Ref. 57].

The L-1011 was a marketing problem as well. Although considered

quiet and efficient and having performed to good reviews from various

airline customers, only 162 firm orders had been taken by late September

1976. This caopares to an original projection of over 700 when the

L--1011 was introduced eight years earlier. By mid-year Lockheed had only

about three years worth of orders left, which it nmst produce at a

costly, rock bottom rate of about six planes per year. Projected operat-

ing loss on the Lr-1011 in 1976 alone was over $100 million. By October

Lockheed had only five new orders for its plane.

Haack's goal was to keep the L--1011 alive for another five years.

If Lockheed could do this, its equity may well grco large enough to

absorb the retaining $250 million in deferred costs. It was now writing

doa $500 million of its deferred costs at a rate of $50 million a year,

but, if the plane is forced out of production before 1979, a $350 million

to $475 million write off would be required against an equity of between

$100 million and $250 million. Lockheed would then be without equity [57].

By mid-1976 refinancing appeared again to be a reality. The new

plan differed little from the one agreed on last year and killed by the

foreign payoff revelations. The banks, as originally planned, would con-

vert $50 million in debt owed by Lockheed to preferred stock. This would

boost the company's fragile net worth to $86 million in June, with a

total debt of $800 million. Chairman Haack was also able to persuade the

banks to convert $350 million of the non-guaranteed debt. The switch
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wuld be fran 90-day revolving notes to a five-year term loan [Ref. 58].

The additional $75 rzillion line of credit arranged for in 1974 could

now be drqpped.

It appeared Chairman Haack would lose his first battle for

Lockheed when Canada abruptly pulled out of a $750 million order for

18 P-3 Orion ASW aircraft. But Mr. Haack acted immediately with a new

proposal stretching the production schedule and reducing the outside

financing required. By July, the Canadians had done an about face and

signed the patrol plane agreement [Ref. 591.

The refinancing plan, with only minor revisions, was approved

during the first sharebolder meeting in ti-end-one-half years. This

meeting was unusual in that Lockheed's lenders (who would soon became

reluctant part owners) attended. By the end of the meeting officials

felt confident in Lockheed's ultimate survival. Chairman Haack claimed

that within six to eight months the coapany would no longer need the

loan guarantees. "There are some banks willing to give up the

guarantees a•- this nument," said Haack "the majority would like to

wait six to eight months" [Ref. 601.

3. 5Th I-l0l Family

Late in 1975 and into 1976 Lockheed officials dicussed the

possibility of another B-l011 derivative to go with the three basic

models then in production (Exhibit X). A preliminary design for a

Ir-1011-250 was proposed to its custaners. The "Dash 250", as it was

called, was designed to meet the increased range and/or high altitude

airport requirements of certain poteitial custaners. Its introduction

was made dependent upon the receipt of firm orders. Exhibit XVI

illustrates the market in which the I--1011-250 was to cazpete.
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EXMII
]•-IIT XVI

COMMEFAL AIqCRA2V ?MIRET

SIZE INDEX
450,- i-

350 ~ 877SR B78400 - 747 I747A
35 0 ! - 'o" B 74 7B

300 A- L-1011-1 L-1011-250 B747SP

250-- A300 Ai00• DC-10-O *L-10111* DC-10-30/40- -82 - -...B4 .- 100/200-,

150
B727 8707/DC-8

0pC9-5o T313 TRIDENT
D 9_340 0 e T2E TRIDENT

DC-9-300 0
BAC111-500 - I

" ~~BAC•,11•
-475

F28* _,2000--
50 AVFW F28

6FW 1000
614 ;

VERY SHORT MID- TRAN- TRANS- LONG VERY
SHORT RANGE CONT. CONT. ATLANTIC RANGE LONG
RANGE RANGE

*t

Dark areas indicate where future expansion may take place.

Source: Aviation Week
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During marketing efforts for the Dash 250 it became evident to

Lockheed planners that the immediate market would require an airplane

designed to provide madium-capacity, transoceanic jet transport by car-

rying fewer passengers at least 5000 nautical miles. A company task

force, utilizing maxibm comonalty of design and manufacturing facili-

ties came up with the answer-the i-1011--500. Comparison of the Dash

250 and the "Dash 500" indicated significant differences.

-250 -500
Engine R31-2F-B2z6
GOX 496,000 496,000
No. of Passengers 273 231
Range 4300 n.m. 5300 n.m.

By August, British Airways had converted six firm and three option or-

ders for the L-1011-1 into orders for the L-1011-500 version and added

another three option orders on the same aircraft. The Dash 500 was

assigned production status by Septenter with first delivery scheduled

for sometime in 1979 [10]. No orders for the Dash 250 version were re-

ceived during 1976.

With these new models the L-4011 had branched out considerably

from its basic version first flown in 1971. Lockheed officials now

talked of the LI-011 family tree that would be the basis for operations

into the 1980's. 7hey also hoped to add a smaller, more efficient,

two engine TwinStar when more favorable market conditions obtained.

Exhibit XVII shows the Lr-1011 and DO-10 (its nearest competitor) family

trees as of late 1976 [Ref. 61].

4. Airline R

By early 1976, the airline industry was showing signs of recovery.

With air traffic levels consistently above year-earlier levels, earnings

for most carriers were improved. Many analysts predicted this upArd
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EXHIBIT XVII

L-10.1 AND DC-10 FAMILY TREES

(ni 1-6800

~L-101 1--250
.. • .... (RAI 211-62418)

.,• L-1011-200
L-101 1-1 (0B.211-5248)
(RU: 211-226)

L-1011-100
____ lB. 211-228)

The McOonr44l Douglas DC- 10 family tree, including
the proposed X-200 and stretch derivatves.

m DC--1 - -rotch
(CF6/JT9D)

(CFG/JTg0/RB. 211)

4E• OC-1O-AF/CF

(CF6/JT9D)

1ira hhIII i.x:DC-1o0-20/40

"(JT90-20/ 59A)

Source: Interavia, January 1977, Vol. XWXII

80

1,1 !INN



trend would ontinue into the 1980's. With these encouraging figures,

the typical aer-ospace view of the wide-body aircraft market reflected

a new, soniihat guarded optimism. Despite very little to show in new

orders during 1976, a market appraisal by one Lockheed official re-

flected the industries' feelings, "the airlines are trying to postpone

new acquisitions for as long as they can--by putting in more seats,

going for higher load factors before increasing frequency and getting

better utilization-if the air transportation market does grow at 7-8%

annually, they will have to buy new equipment" [61]. Revenue-passenger

mile growth averaged 10% during 1976 [Ief. 621.

5. Su~ar

Despite scae good news from Chairman &aack the uncertainty

that had existed over Lockheed continued throlkjhout the year. It was

still unclear as to what effect foreign payoff disclosures were having

on Lockheed as a going concern. Some =mediate results were:

(a) Claims by the GWD that foreign payments may seriously
inhibit Lockheed's future success in foreign markets
and invalidate its current forecasts.

(b) The possible cancellation by All Nippon Airways ofits order *for six L-10U' s.

(c) The cancellation by Japan of a $1.2 billion planned
order for Lockheed patrol planes.

(d) Very delicate negotiations with Canada over the patrol
plane purchase.

(e) At least three lawsuits from interested parties asking
for the reinbursxment of payoff monies.

(f) The cancellation of two options by Cathay Pacific
Airlines.

(g) eRsignaticis and indictments in many foreign coluitries.

Total 1976 earnings and sales were down from the previous year

(see Exhibit XVIII) indicating some softening in Lockheed's profitable

defense business. The survival guessing gamne would continue.
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IV. CCNzUSICN

A. ASSESSMM OF MAJOR AFia AGAINST THE
E LOAN GUAMrM- ACT

In considering the issues, it is necessary to keep in mind the

many important events that have taken place since 1971. Some of these

include:

(a) Major changes in DOD contracting policies.

(b) Complete withdrawal of U. S. troops from Vietnam.

(c) Demexatic party election sweeps on three occasions (1971,
1973, and 1975).

(d) Watergate and associated political problems.

(e) The Arab oil embargo.

(f) Severe inflation combined with a recession througbmut the
U. S. eccmry.

(g) A financial crisis and U. S. Goverwent aid for New York
City.

The author presents brief discussions on some of the major argumets

against providing assistance to IxA-kheed. Many of these arguments were

in the form of predictions as to what would happen if the loan guarantee

program was enacted. Sane of these predictions were so general in

nature that the author's opLion, based on the research material

gathered, must also be expressed in a very general way. Other argument

can be answered more directly. Some of the predicted events could still

take place.

1. Political

The guarantee would "prove that lockheed has the muscle not
only to get the military business it needs but to be bailed out of its
civilian misadventures as well " [Ref. 2, p. 159].
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Discissiai: J. Rcnald Fox in his book Anming America: Haw the U. S.

Bys apons devotes a full chapter to what he calls "defense market-

tq" [Ref. 63]. z'n important part of defense marketing is lobbying

pressure on Congressaen. Lockheed Aircraft Corporation, having re-

ceived a larger share of defense contract awards than any other single

contractor in seven of the past ten years (1966-1976), has a great

deal of political power. This was most evident during the hearings,

debates, and final vote on the Emergency town Guarantee Act.

'The aid was necessary because of major problems financing the

lI-1011 program. But "civilian misadventures" does not describe the

total sit~uation. Part of their problems stemmed from large amunts

lost earlier on defense oontracts, (CJ-SA, AH-56A, SEAM propulsion

system).

there a large defense contractor locates its plants can be

vital to its success. Major suppliers for large prime contractors

also wield enormus political leverage by being strategically located.

The L-1011 program, although not a defense contract, illustrates this

political power base perfectly.

lockheed relied on 66 major suppliers spread out over 23 states.

The value of the total Il-l011 piLi.ction program for these suppliers

was estimated at over $1.5 billion. With a Corqressban's major concern

being his constituents, many of wham may work for these suppliers, it

would not have been dizficult to piedict the outcme of many individual

votes on this leg'slation.

With political influence so important, it is not surprisinj

when major goverment contractors strategically locate their plants

and subsidiaries so as to influence the decisions of key cungressmen
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(Ioddeed and its subsidiaries are located in seven states and ten

countries). one Pentagon staff meuber ably described the atmospere

and how to get around it. A way to ensure key program passage would

be to "place defense plants on wheels and pull them around from one

state to another so that each Congressional district could have equal

time" [Ref. 63, p. 150].

With programs such as the L--1011 it may be even more than

plant location that influences a favorable vote. As one Congressman

succinctly put it, Lockheed's tactics were compared to "an 80-ton

dinosaur who comes to your door and says, 'If you don't feed me, I

will die.' And what are you going to do with 80 tons of dead, stinking

dinosaur in your yard" [Ref. 64]? By the end of 1976 there were many

dinosaurs flexing their political muscles.

2. The Aopace Indutry

"The loan guarantee could spell the beginning of the sociali-
zation of the American aircraft and aerospace industry" [5].

Discussion: The largest aerospace ccapanies are also among the U.S.'s

largest defense contractors. Being a large defense contractor (Lock-

heed ws the largest in 1971) means living with government involve6mnt

in the day-to-day activities of the finm. In 1962 Scherer camnEnted

on the dilemma in the second volume of the Weapons Aquisition Process:

Economic Incentives [Ref. 65].

"A substantial degree of Govuerrinnt intervention-socialism if

you like-is inescapable."

The amount of "intervention" had ifncreased greatly by 1971 and is

still greater in 1976.

The role of government in making decisions has been especially

great in govexrnment contracting. Safety, equal opportunity, environmental
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concerns and many social programs are now an integral part of contract

terms. The switch from fixed price (PP) to cost reimbursement con-

tracts has also stimulated governmnt involvement.

This author equates "socialization" to actual govenment owner-

ship of the firm or the nationalization of an industry. This has not

taken place. The activities of the Emergency Loan Guarantee Board,

(QO, S=C, Justice Department, and others are not contributing to a

socialization process in this strict sense. Heavy goverment involve-

nnt will continue to be a fact of life with or without the Emergency

Loan Guarantee Act.

3. Market Discipline

"A broad loan guarantee bill will only encourage a continuation
of those practices that have caused this trouble" [Ref. 2, p. 155].

Discussion: It is debatable whether the Emergency loan Guarantee Act

actually encouraged "those practices that have caused this trouble."

Certainly with the threat of bankruptcy sayewhat diminished (although

not ompletely removed) truly efficient operations (conscious or uncon- .

scious) will almost always be less likely. Without the market discipline

found in more cammercially oriented finrs, Lockheed and other large

government contractors are less likely to change their old and sametimes

inefficient ways.

4. contraL n2

"The government may give Lockheed preferential treatment in con-
tracts after the guarantee wnt through. This could be in the form of
sweetheart contracts or an easing up of contract administratJon policies"
[Ref. 6, p. 26409].

"What assurances will there be that the governmnt will not
seek to bail itself out of the guarantee commitment through defense
contract Awards" [7].
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Discussion: There is no hard evidence that the governemet want out of

its way to arrange things, through its contracting policies, so Lock-

heed would survive. As stated in section II, favoritism in this area

would reflect on the goverment's source selection and contract admin-

istration policies. Other finns would surely be quick to pick up

unfair practices and request redress through bid protest channels.

An indication that the goverment has not eased up on contract

administration policies is seen in at least three cases:

- The Navy's serious dispute with Lockheed in 1971 over $159
million in shipbuilding claims, which %-s still in an appeal
status by the erd of 1976.

- The loss of $9.8 million by Lockheed on a contract for two
icebreakers for the U. S. Coast Guard.

- No provisions for abnormal escalation in the basic S-3 con-
tract. Iockheed was required to live with this during a
period of very high inflation rate.-.

Despite this Lockheed did very well in defense contract awards fran

fiscal 1971 through 1976.

Lockheed's Position in Defense Contract Awards (1971-1976)

Dollar value % of U. S.
of Contract Annual

Awards Contract
Year Position (billions $) Awards

1971 ist place 1.51 5.08
1972 1st place 1.71 5.11
1973 1st place 1.66 5.3
1974 2nd place 1.46 4.3
1975 1st place 2.08 5.27
1976 2nd place 1.51 3.6

Source: Wall Street Journal
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•major new contract sign-ips during this period included (calendar years):

1971 - Trident development funding, Poseidon, Cheyenne development
funding, P-3C, Coast Guard Icebreaker, C-SA modifications.

1972 - Trident development funding, follow on SRAM orders, first
production lot for S9-3A, 38 C-130's.

1973 - Trident, Space programs, Propulsion programs, C-130's,
S-3A's, P-3C's.

1974 - Trident, Space programs, U. S. Navy submarine tenders, C-130's,
S-3A's, P-3C's.

1975 - Trident, Space programs, 0-130's, S-3A's, P-3C's.

1976 - Trident, Space programs, O-130's, S-3A's, P-3C's, SaudiaArabian air traffic control systm, Canadian patrol planes.

Lockheed's profitable defense contracts have certainly helped theia

recover fran past losses.

5.

"It is the very threat of bankruptcy which often jolts firms,
large and small, from inefficient practices in their utilization of
labor and capital and in their methods of financing and marketing. This
effect is lost when there is a guarantor of last resort" [Ref. 2, p. 158].

Discussion: The guarantee proram, as established in 19Y1, does not

make the U. S. Government the guarantor of last resort. Lockheed was

still capable of going out of business. The threat of bankruptcy was

lessened a great deal by the guarantees and probably did perpetuate a

sick program (the L-1011). The close scrutiny during the hearings and

debates (and during the past five years) probably jolted ackheed fram

some less-than-efficient practices as well as a pending bankruptcy

could have.

6. Who Benefits fram Loan GWrantees?

"Goverment guarantees operate to preserve existing interests
in a business and provide windfall b•nefits to management and stock--
holders. Cn the whole a monopoly is preferable to artificial ompeti-
tion" [7].

88

S.. ... ~~~ ~~~~~~.. •..... .:..... ......... .. ..••..... ... .-..... • ....... • .... .. ,.... • j,



Discussion: The goverrment guarantees do operate to preserve the exist-

ing interests in a business. This is its very basic interest in surviv-

ing. It is most probable that the guarantees did save Lockheed from

bankrup-tcy.

The idea of "wirdfaU benefits" to stockholders was exaggerated

then and, in retxrqspect, seems even more exaggerated imw. Stock prices

during the 1971-1976 tiae frame varied as follows:

1971 15 1/4 - 7 1/2
1972 15 3/8 - 8 3/4
1973 9 3/8 - 2 3/4
1974 5 1/2 - 3 1/4
1975 13 7/8 - 3 3/4
1976 12 1/2 - 6 5/8

Source: Value Line

Dividend payments have not been made since 1969. Certainly

staying in business prevented sane nmajor losses for stockholders and

managmnent (who may also be stockholders) but "windfall benefits" have

ot yet been attained.

The i•rnagament situation has been tenuous at best. Although

a case can be made that substantial salaries (up to $150,000-$200,000

range) can be equated to "windfall benefits" other, less desirable

factors have had a mitigating effect. Controversy, resignations, and

indications of severe emotional stress (A coupany vice president was

found shot to death, an anparent suicide, after the disclosures in mid-

1975), all indicate less than ideal working conditions. The question

nay ntme down to, where would the manager be had the guarantee program,

not ctre about? Benefits, fran this perspective, range fran none to

many, depending on the individual, involved.
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Thus the real -windfall benefits" probably went to the U. S.

Government (in a contracting sense) and Lockheed's biggest guarantee

boosters, its banks (who stood to lose hundreds of millions of dollars

in a Lockheed bankruptcy).

It is doubtful whether nmnopoly is preferable (fram a buyer's

starxxpoint-the U. S. Government) to artificial competition.

Competition is many times artificially stimulated when large

contracts are offered for bids. Ocmpetition has become the watchword

for goverrment procurement during 1976. In DOD's view, healthy

(although scewhat artificial) competition is almost always better than

sole source (monopoly) procurement. Other factors to consider include:
(1) Ertry and exit of large prime contractors in the Aerospace

nrrket is very difficult.

(2) Ccqpetition can screen out inefficient mi ang t but
may also drive out firms caught in unavoidable difficult
circumstances (ex. TPP in late 60's).

TVe Anti-Trust division of the Department of Justice invariably takes

the position that x+l c=Wpetitors are always preferable to x. Thus an

opposite viewpoint that "artificial competition" is preferable to

"nrrpoly" seems to be the standard that most government officials have

adopted. Loan guarantees are certainly one way of achieving this end.

7. Loan Guarantee Controls

"The breath, magiiitude and lack of enforceable controls in
this measure make it a financial Tonkin Gulf resolution" [Ref. 2, p. 159].

Discussion: Although Lockheed did have problems meeting their original

loan guarantee deadlines, the Eergency Loan Guarantee Board closely

controlled the total loan guarantee program. Lockheed had to seek the

Board's approval for any action which could affect its financial position.

The Board's annual report to Congress scrutinized every major aspect

relating to repayment of the loan guarantees.
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I
The above quote indicates that the spokesman believed the A- 1

ministration was trying to pull something over Congress' eyes which

would lead to disastrous follow on aid. This has not been the case.

8. Potential for Government Loss

"There is substantial risk of default and loss to the govern-
ment in the proposed guarantee" [Pef. 2, p. 1541.

Discussion: The government adequately protected itself with collateral

in the early stages of the guarantee program. Lockheed assets of $253

million backed the guaranteed loans and the goverment was given top

priority in any bankruptcy proceedings.

There certainly has been danger points with respect to potential

default by Lockheed. They required $245 million of these loans and an

extension to the repayment deadline. With $100 million still to repay,

as of late December 1976, and more than $253 million in assets still

backing the goverinent position, adequate protection is assured even if

Lockheed should now default.

9. Credit Arrangements

"What interest rates will be charged? Will the tenns be adverse
to McDonnell Douglas or to Boeing, which have to go into the money
market without the advantage of guarantees" [7].

Discussion: This questicn points out an interesting facet of the loan

guarantee program. Lockheed was able to receive guaranteed bank borrow-

ings at 8% and 7.3% during 1971. Other borrowings, in subsequent years,

averaged about 3% above the pru lending rate.

If we assume that McDonnell Douglas was able to borrow at the

prime interest rate (which it undoubtably was not able to do), then

Lockheed paid only 3% more in interest for its borrowings.

Since Lockheed and McDonnell Douglas have similar bond offerings,

a ccuparison of current market yields over the period 1971 to 1976 can
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be made. High and low price quotes n Lockheed 's omvertible subordi-

nated debenture 4 1/4's due in 1992 are as follows:

Price Range 1976 1975 1974 1973 1972 1971

High 49 44 1/4 36 44 1/4 49 3/8 47 7/8

o 34 1/4 28 1/8 24 1/8 23 1/2 39 3/4 251/8

McDmuell Douglas's convertible subordinated debenture 4 3/4's

due in 1991 are now cacrpared:

Price Range 1976 1975 1974 1973 1972 1971

High 89 1/2 90 3/8 87 1/2 94 1/2 95 85 1/4

LOW 59 5/8 81 79 86 81 1/4 71 5/8

Effective yields on these bonds can now be calculated and cmi-

pared with the guaranteed notes and prime lending rates

McDonnell
Lockeed LocIkheed Douglas

Convertible Guaranteed Convertible Prime
Current Debentures Notes Debentures Rate
Yield (%) High Low High lw High Low High Low

1971 16.9 8.8 8.0 7.3 6.6 5.57 6.25 5.25
1972 10.6 8.6 8.25 6.6 5.8 5.0 5.75 4.75
1973 18.0 9.6 11.15 8.2 5.5 5.0 10.0 6.25
1974 17.6 11.8 13.1 10.3 6.0 5.4 12.0 9.0
1975 15.1 9.6 10.8 9.25 5.8 5.2 10.25 7.0
1976 12.4 8.6 9.4 8.3 7.9 5.3 7.25 6.75

Lockheed's market debt shows significantly higher interest rates

than either McDcnnell Douglas or the Lockheed guaranteed notes. Using

the market rate as a fair indication of what Lockheed should be paying

for its debt, a clear government subsidy which discriminates against

MD-onnell Douglas' borrowing arrangements, does exist.
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10. Precedent

"A dangerous precedent it in effect makes the federal govern-
ment a partner in that cxmpany" [7].

Discussion: [he1 loan guarantee to Iockheed was a precedent. Wether

it was a dangerous precedent is still open for argument. Because of

the e rc t fostered by the Ongress, the news media and the

Emergency Ioan Guarantee Board there have been no other requests for

guarantees under this Act. Firms in need have still tried to receive

aid through other means.

Proponents of assistance to New York City used Lockheed as

a precedent. Typical connections were:

"The Federal govenzrent has turned its back on the problems
of localities. It's been negligent too lang. It's absurd, when
they can bail out the bankrupt railroads, Lockheed and the oil
ccapanies, that they can turn their backs on the straphangers"
[Ref. 66, p. 247].

"Don't tell me that an Administration vwich asks to put $250
million to prevent [Lockheed Aircraft Corporation] from going
bankrupt can be indifferent to the needs of New York City" [Ref. 66,
p. 253].

A direct loan to New York City was made in December 1975. 7he Lockheed

precedent was an important factor in getting this loan.

7he •ergency Loan Guarantee Board tried to go out of existence

in June 1973 s-ying: 'While it is possible that circumistances similar

to the Lockheed sitnation could arise in the future, such circumstances

are likely to be rare and should be met by a specific request by the

Aaninistration to the Congress for authority tailored to the existing

factual situation rather than by use of any continuing general authority

delegated by the Congress" (Emergency Loan Guarantee Act of 1971) [Ref.

11, p. 11-12]. It is likely that, when the loans guaranteed to lockheed

are no longer necessary, the Board will again try to dissolve itself.
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Given the new policies of the current Administration this will probably

be successful.

Theoretically another firm can apply for a loan guarantee so

long as the legislation is on the books. Given that this is still a

last resort measure, scie interesting events could take place should a

firm be turned down in its application. If the firm should declare

bankruptcy a court suit could ask for redress in the needed guarantees.

The U. S. Goverment could in fact be held liable by the Courts for the

firm's ultimate demise. This may be another reason for the Board's

eagerness to go out of existence.

11. The Wide-Bodied Jet Market

"There is not enough business for three firms in the wide-bodied
jet field and Lockheed's entry will severely cripple the present dcrinant
U. S. position" [201.

"if Congress approves the bill it should be prepared to sub-
sidize Lockheed into the indefinite future. There is not sufficient
market demand to support the number of major commercial airframe makers
we have in this country" [Ref. 2, p. 1581.

"The airline market would not support both the Iockheed and the
McDonnell-Douglas Corporation" [Ref. 2, p. 1611.

'The bill might result in two sick companies instead of one"

[Ref. 2, p. 1611.

Discussion: As of late 1976, the argument that "there is not enough

business for three finis in the wide bodied jet field" has certainly

proven true. These three firms are Boeing (747), McDonnell Douglas

(D0-10) and Lockheed with its fr-10lU.

The market, as viewed in the late 60's, was expected to handle

all three manufacturers but, by the early 70 's, these predictions had

proven wrong. Earlier and Ttre recent predictions show considerable

disagreement.
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Prediction date Source Prediction

September 1968 Lockheed 1400 I-1011's (more than 1/2
sold by 1975)

mid 1971 Lockheed 220 i-1011's by 1977

mid 1971 Lockheed 775 airbuses by 1980

mid 1971 FAA 760 three engine aircraft during
70's

mid 1971 CAB 798 three engine aircraft over
ten year period

July 8, 1971 Unofficial 400 Ir-1011's
Lockheed

February 1973 Lockheed 350 L-1011's

Septerber 1973 Independent
analysis [Ref.67] 270-310 L--1011's

1973 Bankers Trust 229-318 fl-1011's

1973 Bankers Trust 273 L--1011's

July 1975 FAA 300 l-1011's "not unreasonable"

July 1976 Lockheed 300 L--1011's (with delivery
into the late 1980's)

In July, 1976, the Emergency Loan Guarantee Board concluded

that "while there is no reason to believe that the 300-plane progran

is not realistic, the impotance of achieving it to ma-intain future

reported earnings and for other purposes has been lessened py write-

offs of research and development expenses required for accounting

purposes" [Ref. 10, p. 271.

The latest Lockheed estimates of the wide bodied market reflects

the expected recovery of airline passenger grcwth rates.

The market for wide-bodied aircraft 1975 1980 1985

Long-range (over 4,000 mu) ........ 360 600 1,000
Medium-range (2-4,000 nmi) ........ 230 400 800
Shor!b-ange (under 2,000 rni) ...... 10 50 400

........ t... ............ 600 1,050 2,20
Aircraft added: -1976/80=450; 1981/85=1,150; 1976/85-1,600

Note: Figures relate to the number of aircraft worldwide projected
at year end. Source: Interavia 1/77
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when the three major U. S. aircraft producers are compared by

aii-iner sales, ochee's weak atercial position relative

to Boeing and McDonnell Douglas, is s,ýen. But Lockhe~ed consistently

comes out ahead of both firms in defense contract awa-ds.

US AIRLINER SALES Delivery
Total sold Sales bucklog

Sto 1-10-76 1974/76* at 1-10-76
Boeing 707/720 920
Boeing 727 1,345 245 132
Boeing 737 489 108 29
Boeing 747 313 55 24
Lockheed I-10U 166 37 18
Mconnell Douglas DW-9 870 92 48

iIrý ll Dou.glas DC-10 244 37 18

obte: Tb October 1, 1976, backlog is estimated fram announced deliverysceue. So~urce: Interavia 1/77

The dominant U. S. position in coruercial aircraft sales has

actually increased since the loan guarantee proposal. I4n EurcPean

and U. S. aircraft sales to European airlines wre ciampared (up throuqh

1974), the trend toward U. S. ranufacturers is made quite clear [fRi. 68].

Aircraft Sales to European Airlines

100 r-• t e t I".
t ~A6IL~RIC;Ar Ai!t RI•A T

90so I'XlF
70

so/

30,
2111

10 .

0
1,%I 60 61 62 63 64 65 66 67 68 69 70 71 72 73 74

Years

Source: Aviation Week, February 16, 1976
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12. 7 •TriStar as an Invesmt

woongficting information on the I-IOU1 breakeven point indictes
the actual breakever will probably be mxh higher than Lodd projec-
•ns [Ref. 2, p. 1541.

"-Lokheed is likely to lose as much as $2 billion on the i--1011
program and these lse will only increase if the program is continued"
[201.

Discussion: Both of these statemnts indicate a lack of confidme in

Lodcheedis ability to predict the future of the 1,-1011 program. In 1971,

Lockheed was projecting a breakeven point of bet 255 and 265 I-1011's.

Other estimtes, before and after, show aonsiderable disagremmnt.

Year Estimtor Breakeven Point (S/C)
1968 Barron' s 300
1970 DM 370
1971 Unofficial Lockheed spokesman 200-400
1971 Lockhdad auditor 255-265
1972 Lockheed 275
1973 Independent analysis [671 287 ( 0% opportLnity cost)
1973 Izependmt analysis 360 ( 5% opportunity cost)
1973 Independent analysis 510 (10% opportuxity cost)
1973 ndependent analysis 1000 (15% opportunity cost)

Value Lime [ef. 691 predicted a program profit an the L-101.1 during

the 1979-1981 time frame.

As of Septembe 30, 1976, 162 firm and 46 option orders had been

received. Given the 1971 estimkate of 255 to 265 aircraft sales neces-

sary to break even, there is still a a~xsid-able gap that rust be closed.

Some of the problens egperienowd by Iockheed over the past five years

which have inpacted the breakeven point are:

A slow productiom rate which inpacts the training, learning
curves and svplies.

Ccmsiderable cost increases in the capital, labor and
equipment.

A continued lack of demand caobined with the need to raise
prices to met the cost ircreases.
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The indpent analysis cmine by Reirnlardt [671 in 1973 points

out arnther serial problem that Lockheed planners apparently failed to

oonsider in their breakeven predictions. Wen opportunity costs5 are

inchxled, significant difterences appear in the breakeven point. When

vaaying production rates are also considered breakeven figures are much

higher.

A 1971 study estimated $800 million6 in program development

costs on the Ii-1011. The table below shows potential. profit and losses

based on a $14.7 million selling price and a 300 &ircraft program (dollars

in millions) [Ref. 3, p. 1161].

NIumber of aircraft
100 150 Y 300 550

Anxrtization of $800 million (cost
per plane) 8.0 5.3 2.5 1.5

Estimated production (cost per plane
original contract) 25.5 15.5 12.0 10.5

Airplane cost -3.5 20.8 14.7 12.0
Selling price 14.7 14.7 14.7 14.7
Profit (loss) plane •8,8) (6.1) - 2.7
Total profit (loss) (1.9B) (0. 9B) - 1.5B

Source: Hearings, Comiittee of Banking, Housing and
Urban Affairs

This early analysis assumned a constant selling price of $14.7 million

along with a constant reduction in the costs associated with aircraft

productic,.

These assumptions have been found, by this author, to be

unrealistic.

5Opportunity costs consider alternative uses for the money invested
in a particular project. With the ti-1011 these costs may have been as
high as $1.4 billion and "lost" for over 10 years. Any analysis must
consider this "cost of capital".

6This estimate of $800 million is extremely conservative. Various
spokesmen indicated amounts running as high as $1.4 billion. M=Dnnell
Douglas is said to have spent $1 1 billion in d&veloping the DO-10.
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Simple calculations using TriStar actual sales dollars and the nubit

of aircraft delivered g Lves a mugh estimmte of the averne price and

cost per La-l0ll (dollars in millionis).

TriStar Sales/Price/lost Information

1972 1973 1974 1975 1976 Totals
A. TriStar sales 302 730 811 559 431 2833
B. TriStar cost &

expenses 426 800 860 653 556 3295
C. T•.iStar (losses) (124) (70) (49) (94) (125) (462)
D. Forecasted sales

(#A/C) 22 41 51 59 39 212
E. Actual sales (#A/C) 17 39 41 25 16 138
F. Average A/C price 17.8 18.7 19.8 22.4 26.9 20.5
G. Avexage A/C cost 25.1 20.5 21.0 26.1 34.7 23.8
H. Average (loss) 7.3 1.8 1.2 3.8 7.8 3.4

per A/C

Source: Loidked Annual Reports (1972-1976)

These figures give a clear indication of the price increases

during the past five years and show large cost incroases in the aiLf-

crai: ,lelivered in 1976. Related indicess7 increased over 50% during

this same time frame. 7he imxd slower production rate duruij 1976, which

was expected to continue throughout 1977, also had a 'aior effect.

7he final results of the I-1011 program will not be knw for

many years to xome, but, as of 1976, it is rxQ difficult to update the

earlier predictions.

- Lockheed is likely to lose a great deal on the tl011 prigrak.
Just how nuc!h will be lost depends on futlire sales and when
Lockheed decides to cn~plete the program. It is not inco-
ceivable that these losses could amount to uapris of $1
billion should sales and production rates continue at present
low levels. When -nre rea istic of opportbxity
costs and slower production rates are cnsidered, breakeven
is beyond even the most optimistic sales rjjecticms.

7Dtal and metal producs .19 (1971) - 194 (May 1976) 1-67 - 100
Aircraft Industries Averige Hourly Earnings $4.17(1970) - $6.20 (1975)
Source: Statistical Abstract of the U. S., 1976.
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13. IP-lO1 Technical CaPsmbilitim

""no ir-1011 contains mericus twkInical deficierces includiM
iadsmamt egis thrift, is wit, and tioable dmeisi
featuies for a orcial aircraft- [201.

miuoo ion: 7his dim prediction by loa opponents has rot proen

true. 'he Xr-101l did hav t ial prdtlem during the intro•toxy

8
Phases. The prinziy early probim s -re corsucted with the failure

of engine fan discs on the early JU-2.11s. Other minor problw mere

(1) an engine surge" or overspeed; (2) development of a high overhaul

rate for the cstion mcule (hot section); and (3) a higher-than-

expected number of accessory drive-gear failures. These difficulties

had been corrected by mid-1974 and the Ir-l011 '-As performed well since.

Early introductory probLms are cummin to all new aircraft and this

plane was no eception.

B. StUMMLW

Lockd has survived and much of the controver sur di

"Lockhetd loan" has faded. Ale=ough the U. S. Gmmrnmant has not lost

dirm-tly, thexe will always be the question whether or not there has

bb'i se indirect lows. Was there a precedent set which will be

brought, in the future if others need assistance? The answer is not

a simple yes or no. Certainly proponents of the New York City loan

in 1975 used Lockhd as an exmple of how gvernment has been used to

"bail out" large institutiom in finwial distress. Alte h differ-

ing widely in the circzmtanoss, the use of the gouenzmt to aid

or a tions in t=Abe financially is no consided acceptable by

muny people, when the national interest is at stake.

8Seke Se.tion IiI.D.5 for a discussion of the I-loll's perflmoane.
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The Emergecy Loan Guarantee Act of 1971 has not been used for

guaraneing loans to other defense c'ntractors. A oituinatian of

Qon~trescinal criticism, government involvement in the day-to-diy

aperticrs of the borz r and unfavorable media exposure have all

served to discourage other potential applicants for the benefits of

this legislation. 7his has not prevented government Omtractors from

seeking otlxr types of aid when the situation warranted. Covernmrent

assistagce for defense contractors has continued by way of advance

payntents, progress payments, and lesser amouts of guaranteed loans. 9

7he imniqu zmx~ponistic relationship between supplier and buyer of

scphisticated m mltary equipmnt has not changed.

This thesis looked at Iockheed operations during the 1971-1976

period. The tanagant decision making process, duriag this tine span,

has been fraught with many uncertainties and burdened by poor choices

based on overoptimistic predicticns. Selling only 208 0 $25 millicon 1

airplanes, while expected to sell over 700, has been a severe financial

blow. This has manifested itself in a number of ways, and can most

clearly be seen by tracing Lockheed's stock performance over the last

six years. Lack of investor confidence has held lockheed's cowmon

belcw $10 for almost the entire time.

97he Defense Prodution Act of 1950 allo~w the U. S. Gverrment
throuh various MfD agencies to guarantee loans up to $20 million to
defense contractors. These loans are scmetimes called 'V-loans".

102-er re 162 firm crders and 46 option orders as of 30 Septeber

1976.

1te basic L-l011 price has ranged fram $15 million to $30 million
over the past six years. Price differences depend on many facta-s in-
cludgin ompetitiu, finauiqg arrangemnts, and individual custaoer
needs.
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7he ir-101 took six years to go from the d-rAing board to first

flight (1966-1972). Another five years (1972-1977) have passed since

this major milestone. Luring these 11 years, significant ..kuaies

have taken place in the market in which the LI-1011 was to operate.

Oil embargoes, reduced airline passenger demand,, inflation and recession

have all changed the environment for the worse. With huge amounts of

mnmey involved, the mipetition, although among only a few large pro-

ducers, has been intense. These cacetitive aspects are expected to

kecome even more prevalent should foreign producers become more success-

ful in U. S. murk•ts.

As of the end of 1976, 65% of all Lockheed sales were to the U. S.

12Government. This percentage, having remained alrnhst constant over

the last four years, is a significant change from the way Lockheed

used to do business. Deparbuent of Defense. contracts alone represented

over 90% of the total cripany sales during the previous ten years.

Given the problems Lockheed has experienced in selling the L-1011, it is

likely that the U. S. Government may again dcminate its future business.

Hovwever the coming end of some of its major defense programs will also

have an important inpact. The P-3, 0-130 and s-3 contracts, although

still with large potential in the foreign sales area, have diminished

importance in future U. S. sales.

Lockheed operates in a high technology-high risk environment. This

envircrA, ent, although certainly present in defense work, is more perva-

sive in the commercial world. Government business tends to isolate

major defense contractors from sane of the hazards of the market place.

1 2 Sales to the U. S. Governent include foreign military sales.
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Eqpandin its share of coarcial pzvxbcts has rermied this "shield"

and, thus far, proven unr-rofitable for odckhuý. Tis s&uld be an

important conrsideration in future corporate planning.

scmle other uncertaint~ies Lockheed plaxteers may have to contendI
with could include:

- Ano~ther oil embargo.

- Further restricted use of available energy sources.

Ma!jor fluctuations in the value of the dollar.

- A chaging, -md poter'tia'liý ".-3s favorable, political environ-

- Major cha:,Jenges ig n producers- L~i the wide-bodied
jett fieldC.

- Chnanges in gavermezmnt regulation of dcznestic airlimns.

- A lesis than optixwrm recovery in airline passenger traffic.

Assumiing a mare realstic approach to all unforeseen circtznstdnces,

Lockheed managannt must continue to deal with their biggest tuncer,-

tainty, past, present, and future-thI-e Bi-l0l1 will continue to intact

Locxcheed, in an unfavorable way, for. many years to cu%--
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APPENDIX B

Public Ladw 92-70 A C

Tu atawahtti a' nwpU-y usimi #prm~wo I' Daijeac ba4U.ts ruWiaelrt

He ;e eai-rtcd by the .cSemie ziad House lW Upre'r:1lutirel "t 1Ar
IV aiWed taes 01. Aw-c nape x l'oftgre.. sn"M bed,

alowY TITri

Sze-uwi 1. This Act mawy bo cited as th* -'Eaner~vuwy J'Amn (uaran-
fee, Act".

K.TABIMJMIr tiT THIi BOARD

%itc. ±L There is remated an Hinerj..'say LuAm (Guamisaee Boaud
(referred to iii this Art iaa the -Board ) ewnlimmied of the Smtretaty of
ftle Treamury, us ('hirian, the Chairman of the Board of (Governors
of Abe Federl Reserve Systeml, and the Chairama of the Socauitaed
anid E",hauge Coamnisdiona. I)wciiojis of the Woard gshall be made by
majority vote.

Sic. .3. '7U Woard, onl soich tenis ad conditions as it dawaaas approý-
prioate, tuay guaraistee, or uaiake commnitments to guarantee, lenders
'A ajut lca of pri~iu-ijal or iaatereut onl loaus that meet the requireutient~s
r4i his Act. Li.TJd.'1 0DIU34

Samc. 4. (a) A guaritntee of a loan may be maade tinder this Aet
only if-

(1) the Board finds that (A) flht loan is needed to entableI
the borrower to continue to furniath oods or services and failure
to meet this need would adverselyand seriously affect the econmiy
of or employment in the Nation or any region thereof, (B3) credit
is not otherwise available to the borrower uider reasonable termns
or conditions, and (C) the prompective varning power of, thle
borrower, together with the character and value of the security
pledged, furnish reasonable assuranim that it will be able t9 repay
the loan within the time fixed, and afford reasonable prvoection
to the United States, and

(2) the lender certifies that it would not make the loan without
aPacli guarantee.

(b) Loaris guaranteed under thris Act shall be payable in not more
than five years, but; may be renewable for not miore than an additional
three years.

(c) (1) Loans guaranteed tinder this Act shall bear intereat pay-
able to the lending institutions at rates determined by the Board
taing into account the reduction in risk afforded by the loan guaran-

ne andirates charged by lending institutions on otherwise comiparable

(2) The Board shall prescribe and collect a guarantee fee in
coianqction 'with each loan gnaranteed under this Act. Such fee shall
reflect the Governinent's adrrinistraitive expense in makinrg the guran-
tte 9bd the risk assumed by the Gloverunment aind shall notcb lea
than an amount which, when added to the amount of interest payable
to the lWider of such loan, produces a total charge appropriateo for
loan, agreements of co~mparable risk and maturity if supplied by
tile normal capital markets.
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APPEN4DIX B (con~tinued)

SWURM rit va A)AM ot" %x.% sTry-

Sec. 5. In liemigtiat jag a kuas gssarantep wider this A0t, the Bouard
elial musk evory tIoii tam arraasix that the paVnmesit of the principal
of WAn interest ans any polan guiruntecd xhal 1w vm eure' by saffiriemit
jbtseorty of the flsterprl-w to i aoliate~rssliw risllY tIWI amotint of time

Sae. . (6a) A piuh~ares sstnixel istder this Ar't with r -t
to an CWytetlrimi shail r.-osamrr thsat while there i4. umiy prineijn m~r
intesw rv'awinirig smiampestl ' a guaanssttecah lIfstit to that s'nterprmia. the

(1) dr;rlaro m. dJi iolene on its sro111memAl stoock: or
(21) make any pavment an its other indimlmtednrsm. to a lender

wisaw lasse has fm-en p'msr-%nt..edI saer this Al-.
The Ilowiml msay waave wihor 'r imoth o-f tiw eajisira iatns sa~t forth inthm5 Sagiawit inqm #r'tc in the &niarauitoe :mwrrnna't rnveringr a luaii
to %A paerticualar ;nterymr#*.. if it loernhiiinex thamt smeha waiver is nrot
mlowWS5pst wuth tihe reaiwonaple pritection of tiw interewts of the
Unaited .14stem wandtr tiw me azrmaistaw.

ibo If tiw kimmsl dt-ferrumanes tiat the inability oef ans esterprise to"nMain credit witimimmst a g-ireamree miner this Set is ti 1, rmosiit of a
faahsan 095 Ow pani of iiI:11nsolel"w11t to a'exer.-LW uma maiplp hsaajn.em'Hilance in the i-vndsmif off the sifairs .f tmc .titerjerirs.the hitowrol hall
'W~m be ifore gsasrantaeamig any loan to ther ensterprimse thmt the enter-
PIMP make amcsh mnanawiment cýiussgai an the hlaoard deaenis nemeuary*gs'f w eth.fftrprioit. a wennd managrial lose.

te) A Nuaaanter of a Ilion to anv enfterpripa ,iwsi rinot he mnde minder
J111 Art anlema-

( 1) the Ildiasr his rpreiveil kn ammaitteal finanacisal statemenst of
thwenSit'prpwc: anal

(2) th. vnteriunw ripnsits ti1w I astral tao have the 4usme access
to its bonks. and nilwr ikorumpmrits aw* thse 11coariwgi smild matve iinder
Nwtinn 7 in thme evpnt the loans isgmimrmstiteai.

4d) N-o paynsent -dsahl Im hnaint or iovmwrmm d1isc ais~elr a ln tnmbtetud irmo miller thi .Act vaemlrw~ tlipe looimaler Im-s, e#ri:mmittwi xny reine-41fiewhieh iL nmav hissvemisder l- tiamour- matr, -saryeimsm f.1 ) P Irinr tn noaktioL mov gooto~rniotou a- sauer tiii Art time Rlotramti tsfv itswif thsi flopime smlerlIsiiia lonomis s-ig mem-i ipmsi #mI6chm the~1"imltre Isi~ 'W110 @aus ot~ist eahsus :111 fi. '~ ile. 5 IiS*sl o- ;11. 11- vei-o ('fivionnhiv
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APPENDIX B (continued)

and other protective pr.ovisions Which 1.'e usual and custoANDiY ill
l0on11 Ugx'enlenVts lf IL similiar kind, iliChluliug pAVwious lo4n agree-.
ielits between the lender aitd the lwtrrower, alnd that it Cannot be
auiieeided, or aiy piovisious waived, withount the Board's prior consenL

(2) O)n each o',asiou when the borrower seeks an advance under
tile loan agreIeaet1, the guaran~tee authorized by this Act slI be in
force as to the funds advanced only if-

(A) tle lender gives the Board at least ten days' notice in
writing of its intent to provide the borrower with fuids pursuant
to the loan agreemnxit,

(B) the lender certifies to the lBoard before an advance is made
(B) the lo en de ag e evi(tl o u pa a ra h (

that, asof the date of the notice providn l for in subparagi~h (A),
the borrower is not iii default under the loan agreement: Provided,
That if a default has occarred the 1ender shall report the facts and
circumstances relating thereto to the Board and the Bouri may
expressly and in writing waive such default in any case , .ere it
determines that sneh waiver is not inconsistent with the reasonable
protection (f the interests of the United States under the guar-
antee; and

(C) the borro¢wer provides the Board with a plan setting forth
the expenditures for which the advance will lie ised and the period
during which the expenditures will lie inade, anid, upon the expira-
tion of such periods, reports to the Board any instaames in whicilamounts advanceAi have not been expended in accordance with the

plan.
(f) (1) A guarantee agreement imiade under this Acz shall contain a

requirement that as between the Board and the lender, the Board shall
have a priority with respect to, and to I he extent of, the lender's inter-
es in any coI ateral securing the loan and any earlier outstanding
loans. The Board shall take all steps necess•ary to assure ';uch priority
against any other persons.

(2) As used in paragraph (1) of this subwection, the term "col-
lateral" includes all asiets pledged under loan agreements and, if
Appropriate in the opinion of the Board, all sums of the borrower on
deposit with the lender and subject to offset under section 68 of the
Bankruptcy Act.

INSPEVrION OF ixWCUMENTS; AUTItORITY TO DISAIP'ROVE, CY-rAIM

TALIMBACTION5N

SEc. 7. (a) The Board is authorized to inspect and copy all accounta,
books, records, memoranda, correspondence, and other documents of
any enterprise which has received financial assistance under this Act
concerning any matter which may bear upon (1) the abixity of such
enterpris" to repay the loan within the time fixed therefor; (2) the
interests of the United States in the property of such enterprise; and
(3) the assurance that there is reasonable protection to the United
States. The Board is authorized to disapprove any transaction of such.
enterprise involving the disposition of its assets which may affect the.
repayment of a loan that has been guaranteed puruanit to the
provisions of this Act.

(b) The General Accounting Office shall make a detailed audit of
all accounts, books, records, and transactions of any borrower with
respect to which an application for a loan guarantee is made under this
Act. The General Accounting Office shall report the results of such
audit to the Board and to the Congress.
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APPMIX B (ContimUed) I

II

Sa.8. The maximum obligation of the Board under all out-
standing loans guaranteed by it shall not exceed at any time

XIXR3OECT LO)AN 43VAILANTZZ FUND

Sd..(a) There is established in the Treasury an emiergnecy loan
gaarantee fund to be administered b. thEor.T.fnd shal
be usd for the payment of the expense of the Board and for th-!

pupwo fulfilling the Boards obligations under this Act. Monqej
in w fndnot needed for current operations pmay be invested in

direct.,obligations of, or obligations that are fully guaranteed as to
principal and interest by, the U~nited States or any agency thereof.

(b) The Board shall prescribe and collect a guarantee fee in con-
nection with each loan guaranteed by it under this Act. Sums realized

from such fees shall be deposited in the emergency loan guarantee

antee by the Bourd shall be made from the rimergeney loan gliArantee
fund. In the event that. monevs in the fund are insufficient to make
such tx4ynients. in order to di~.claarge its responsibilitie". the Board is
authuorized to issue to the Setcreturv of the Treasury notes or other
oliligariimm int such forms and denviiiinations. bearing such maturities,
and subjet. to such terns and 4cosditituis it.- may be pre~rilled by the
B~oardl with the a~pproval of the Secretary of the Treasury. Such notes
or other o)bligations shall hear inter"Ctat a rate determined by the
Soeeretary of the Treasury, taking into eonsiderntion the current aver-
age. market yield ota outstanding marketable obligations of the United
States of eomnparalile maturities during the month precedling the ussua-
ainee of the notes or other obligations. The Secret~ary of the Treasury
is auithorized and direeted to purrhafse any 114t(M.1114I ot her obligation~s
isiwtd liereundpr and for that jpur ?Iel 11. Wisathorized to use as a
public debt transnction the prewecc a from tine Wae of tiny wecurities
mmined tinder thr Sronid Liliertv Br'nd Act, as amended, and the pur-
po.-es for which securities miay be iissued iuttder that Act are extendled
to include an, poirchase of such notes and obligation,,.

rVIERAT. XESV FRfANKS AA FWSAI. AGEM"TS

SrA-. 10. Anv Federal Rt-iwrve bank whit-i is nreqistAd to Jo so shiall
act as liscal agent for the Board. Ecitc stich tiscal agent shall be
reimbursed by thie Boamrd for all expensevis and loime ineurrved by it in
acting as agrnt on behlf iff the Board.

PIUMVErON OF EiOVF.RNXNN EFW XT7:*vi;5i

Su1e. 11. (a) The Attorney (;eneral shall take sitch action no may
be appropriate to enforce any right atccriing to the Vnited States orý
an* officer or agency theriof as a result of thie issuance of Miarantees
iiidndr this Act. Any miusti rec-overed puwrsiant to this -ection shall be
paid into the emi-rgenry loon guaarantcei fund.

(b) The Board shiall 1w' entitled to recover front the borrower, or
any other person liable thetefor, the aittooit. of ally payments made
pursuant to any guarantee agrrept~istW entendi into minder thig Art. and(
upon making any such paymiwit. flit-. I hna d vim~ll he sidwrognted to all

the, rights of tl, ree ient tho-reof.
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APPENDIX B (cctimn )

iiI

See. 12. Tlu lWOmni shall sbhmit to the Congruu annnally a full
"report of its olwraimis under thi.s. A•t. In adldition, the Ikmard shall
.uitohit. to tlw (Caogrr-4. a %ieial rePmmt •lnt later titan June 3A). 1973,
which shall in'lastic a full relmrt of the iRanl's operalions togzether
with its reconmeatla-timis with rr'spt to the need to routinue the
guarantee program beyonid t tverminaf im date slicified in .ction
13. If the Board urenam,.ds that the program should be continued
lwwie d maeh tennination tite. i* .4m•ll 4.ate its retibnanw rlmlptions with
reipect to the appropriate lhord, aeney, or corlpwntinn which should
administer the prengnaa.

TZ03OATBON

Src M3 The autbority of the Board to enter into any guarantee or
to nake any commitment to guarmatft under thi Act tmrinat. on
Dome 314 19M Such tersduuation does mA affed the carrying out

,in$* ]pummln to-this Act prior to that dat or the -taking_ of san
S • to prav or pote the in of thi U;idpd

Stat. In aymounts advanced or paid out in carryimg on operation
=&r thisa

Approved August 9, 1971.
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APPENDIX C

MEMORANDUM

Lockheed Recapitalization Program
3 june 1974

This will conhrnm the tollowing hasic terms for an agreement between
Lockheed Aircraft Caorporation and Textron Inc. with respect to a pro-
gram for incieaiie lockheed's equity capital and restructuring Lock-
heed's outstandinmu debt and credit arrangements.

1. Textron Iny ,',,,ent. Suibject to the conditions of this memorandum,
Textron will puirchase for investment (a) 12 million shares of new Lock-
heed common stock at a price of $5 per share. or a total of $60 million,
and (b) 250.000 shares of new Lockheed Preferred Stock (described
below) at a price of $100 per share, or a total of $25 million. The total
Textron investment in new Lockheed shares will be $85 million,

2. Lockheed Ri.Ihts Of•ering. Lockheed will sell an additional 3 mil-
lion shaes of new Lockheed common stock at a price of $5 per share by
means of a rights offering to Lockheed shareholders. The rights offering
will be registered tinder the Securities Laws and underwritten by Lazard
Freres & Co. Textron's purchase of ary lockheed shares shall be con-
ditioned lmon the execution of an uadeiwriting agreement and effective-
ness t.' the registration statement for the rights offering.

3. Restructuring Debt. The agreement is tinbject to restructuring the
present Lockheed bank debt and bank credit arrangemnents as follows:

(a) The lending banks will convert $275 million of present Lockheed
hank debt into 2,750.000 shar"s of new Lockheed Preferred Stock
(described below) at $100 ,xr share.

(b) The lending banks will inake available to Lockheed credit lines
initially totaling $375 million on terms outlined below.
4. New Lockheed Preferred. The new Lockheed Preferred Stock to

be i.stied to lending banks and Textron will have the following terms:
(a) Total of 3 million shares, par value $100 a share. Aggregate

par value will be $300 million.
(h) Dividend rate -Cumulative from I October 1974 at 5% per

annum, increasing to 6% per annum commencing I October 1979 and
to 7% per annum commencing 1 October 1980.

(c) Dividend payment- Cumulative dividends payable on 1 October
1975 and on rach 1 October thereafter.

4L=1



,APPm DIX C (continued)

(d) Voting--One vole per share on all matters, with the right as a
class to4 elect 25% of I lcwkheed 1)irectors in case. of failure to pay
dividends when dtw for a period of one year or to meet required sinking
fund payments.

(e) Fixed Sinking Fund---6% of original aggregate par value, plus
redemption premitlm, payable on I October 1976 and each I October
thereafter until fully rdeemed. This fixed sinking fund of $1il million,
j phis premumii, will be applied prorata on the basis of the original pre-
ferred shareholders. The sinking fund redemtption price will be $106
per share plus accrued dividends.

(fM Contingent Sinking Fund--An amount equal to 50% of Lock-
heed net income after taxes (at fhll rate whether or not paid or pay-
able) and preferred dividends, comluencing with the calendar year
1975, payable on I October 1977 with resp4met to snch net inconme for I
calendar years 1975 and 1976 and on each 1 October thereafter with
respect to net income for the preceding calendar year. The contingent
sinking fund, plus premitmn will be applied prorata on the basis of the
original preferred shareholdvrs. The sinking fund pIice will he $106
lxer share plus accrued dividends.

(g) Redemption-Redeemable at any time at the option of Lock-
Sheed, in whole or in part, at $106 per share i)l1s accrued dividends.
5. Lockhceed Bank Linev. The credit lines to be made available to

Lockheed by the lending banks will be on the following ternms:

(a) Initial ' mount $375 miullion.
(b) Interes 40/( per annu1u, until '10 Septeaaubcr 1976, and there-

after at prime rate plus 112%. l)uring thd. priod from I January 1976
through 30 Septemiber 1976, a rate of prime plus /ý% will apply to
that portion of borrowings under the lint's in exce's of amounts set
forth below (in millions)

Period Amouit I
1st Quarter $350
2nd Quarter 315
3rd Quarter 275

(c) Comnnitnment fee of 1/_% per annuuIM tor uIIIuIsed portion of lines.
((11 Secured by the collateral now seciring the l.nckheed borrowings.

phis a security interest in flight-linc commercial aircraft as content-
plated by the recent $75 million bank credit

(el Reduction of the lines on the following .chedule (in millions)
31 D)ecemiiber Amount of Reduction

1977 $75
1978 100
1979 t00
1910 100t

.$375

1Ifl12
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APPENIX D (continued)J

PHASE III
Excchange of Convertible Preferred Stock
for Convertible Subordina~ted Debentures
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NEW LOCKHEED SERIES 8 CONVERTIBLE
PREFERRED STOCK
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